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Pursuant to the Procedural Order dated November 13, 1998, Tucson Electric Power Company
hereby files the Direct Testimony of James S. Pignatelli, Dean E. Criddle and John G. Paton.
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RESPECTFULLY SUBMITTED this 20th day of November, 1998
' TUCSONELECTRIC POWER COMPANY

1)
By:

Original and ten copies of the foregoing
filed this 20th day of November, 1998, with:

Docket Control

ARIZONA CORPORATION COMMISSION
1200 West Washington Street

Phoenix, Arizona 85007

Copy of the foregoing hand-delivered
this 20th day of November, 1998, to:

Jerry L. Rudibaugh, Chief Hearing Officer
Hearing Division

ARIZONA CORPORATION COMMISSION

1200 West Washington Street
Phoenix, Arizona 85007

Paul Bullis, Chief Counsel

Legal Division

ARIZONA CORPORATION COMMISSION
1200 West Washington Street

Phoenix, Arizona 85007

Ray Williamson, Acting Director

Utilities Division

ARIZONA CORPORATION COMMISSION
1200 West Washington Street

Phoenix, Arizona 85007

Bradley’S. Carroll

Counsel, Regulatory Affairs

Legal Department - DB-203

220 West Sixth Street - P.O. Box 711
Tucson, Arizona 85702
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Copy of the foregoing mailed/delivered/e-mailed
this 20th day of November, 1998, to:

Ajo Improvement Company
P.O. Drawer 9
Ajo, Arizona 85321

Marv Athey

Trico Electric Coop.
P.O. Box 35970
Tucson, Arizona 85740

Stan Bammnes

Copper State Consulting Group
100 W. Washington St., Suite 1415
Phoenix, Arizona 85003

Andrew Bettwy

Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, Nevada 89102

Bradford A. Borman
PacifiCorp

201 S. Main Steet

Salt Lake City, Utah 84140

Tom Broderick

PG&E Energy Services Corporation
6800 E. Camelback Rd., Suite 800
Scottsdale, Arizona 85251

©r

Carl Robert Aron

Itron, Inc.

2818 N. Sullivan Road
Spokane, Washington 99216

Arizona Department of Commerce
Energy Office

3800 North Central Ave, 12th Floor
Phoenix, Arizona 85012

A.B. Baardson

Nordic Power

4281 N. Summerset
Tucson, Arizona 85715

Michael Block

Goldwater Institute

201 N. Central, Concourse
Phoenix, Arizona 85004

Steve Brittle

Don’t Waste Arizona, Inc.
6205 S. 12°® Street
Phoenix, Arizona 85040

Barbara S. Bush

Coalition for Responsible Energy
Education

315 W. Riviera Drive

Tempe, Arizona 85252
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William D. Baker
Electric District No. 6
Pinal County, Arizona
P.O. Box 16450
Phoenix, Arizona 85011

Andrew N. Chau

Shell Energy Services Co., L.L.C.
1221 Lamar, Suite 1000
Houston, Texas 77010

C. Webb Crockett

Fennemore Craig

3003 N. Central Ave., Suite 2600
Phoenix, Arizona 85012-2913

Columbus Electric Coop.
P.O.Box 631
Deming, New Mexico 88031

Michael A. Curtis
2712 N. Seventh Street
Phoenix, Arizona 85006-1003

Pamicia Cooper, Esq.

Arizona Electric Power Cooperative
P.O. Box 670

Benson, Arizona 85602

Clifford Cauthen

Graham County Electric Coop.
P.O.Drawer B

Pima, Arizona 85543

Ellen Corkhill

American Assoc. of Retired Persons
5606 N. 17® Street

Phoenix, Arizona 85016

Continental Divide Electric Coop.
P.O. Box 1087
Grants, New Mexico 87020

Jim Driscoll

Anzona Citizen Action
2430 S. Mill, Suite 237
Tempe, Anizona 85282

David Deibel

Assistant City Attomney

City Attorney’sOffice

P.O. Box 27210

Tucson, Arizona 85726-7210

Joe Eichelberger

Magma Copper Company
P.O.Box 37

Superior, Arizona 85273
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Suzanne Dallimore

Antitrust Unit Chief
Department of Law Building
Attorney General’s Office
1275 W. Washington Street
Phoenix, Arizona 85007

Dixie Escalante Rural Electric Assoc.
CR Box 95 ‘
Beryl, Utah 84714

Sam DeFraw

Department of Navy

Naval Facilities Engineering Command
Navy Rate Intervention

901 M St SE, Bldg 212

Washington, DC 20374

Norman J. Furuta

Department of the Navy

900 Commodore Dr., Bldg. 107
P.O. Box 272 (Atm: Code 90C)
San Bruno, CA 94066-0720

Barbara R. Goldberg

. Office of the City Attomey
3939 Civic Center Blvd.
Scotsdale, Arizona 85251

Karen Glennon
19037 N. 44® Avenue
Glendale, Arizona 85308

Elizabeth S. Firkins

International Brotherhood of Electrical
Workers, L.U. #1116

750 S. Tucson Blvd.

Tucson, Arizona 85716-5698

Rick Gilliam

Land & Water Fund of the Rockies
Law Fund Energy Project

2260 Baseline, Suite 200

Boulder, Colorado 80302

. Andrew Gegorich

BHP Copper
P.O.BoxM
San Manuel, Arizona 85631

Garkane Power Association, Inc.
P.O. Box 790
Richfield, Utah 84701

Steven C. Gross

Porter Simon

40200 Truckee Airport Road
Truckee, California 96161

Creden Huber

Sulphur Springs Valley Electric Coop.
P.O. Box 820

Wilcox, Arizona 85644
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Peter Glaser

Doherty, Rumble & Butler

1401 New York Ave., N.W., Suite 1100
Washington, DC 20005

Michael M. Grant, Esq.
Gallagher & Kennedy, P.A.
2600 N. Central Avenue
Phoenix, Anzona 85012

Charles R. Huggins

Anzona State AFL-CIO

5818 N. 7th St., Ste. 200
Phoenix, Arizona 85014-5811

Christopher Hitchcock
P.O. Box 87
Bisbee, Arizona 85603-0087

Barry N. P. Huddleston

Regional Manager, Regulatory Affairs
Destec Energy

2500 City West Blvd., Suite 150
Houston, Texas 77042

Robert Julian

PPG

1500 Merrell Lane
Belgrade, Montana 59714

Thomas C. Home

Michael S. Dulberg

Horne, Kaplan & Bistrow, P.C.
40 N. Central Ave., Suite 2800
Phoenix, Arizona 85004

Ray Heyman

Roska, Heyman & DeWulf

400 North Fifth Street, Ste. 1000
Phoenix, Arizona 85004

Russell E. Jones
P.O. Box 2268
Tucson, Arnizona 85702

Sheryl Johnson

Texas-New Mexico Power Co.
4100 International Plaza

Fort Worth, Texas 76109

David C. Kennedy

Law Offices of David C. Keannedy
2001 N. 3rd Street, Suite 212
Phoenix, Arizona 85004-1439

Timothy M. Hogan

Arizona Center for Law in the Public
Interest

202 E. McDowell Rd., Ste. 153
Phoenix, Arizona 85004
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Steve Kean

Enron Capital & Trade Resources
1400 Smith St., Suite 1405
Houston, Texas 77002

Barbara Klemstine, MS 9909
Arizona Public Service Company
P.O. Box 53999

Phoenix, Arizona 85072-3999

Wallace Kolberg

Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, Nevada 89102

Choi Lee

Phelps Dodge Corp.

2600 N. Central Avenue
Phoenix, Arizona 85004-3014

Rick Lavis

Arizona Cotton Growers Assoc.
4139 E. Broadway Road
Phoenix, Arizona 85040

Larry McGraw

USDA- RUS

6266 Weeping Willow

Rio Rancho, New Mexico 87124

John Jay List

National Rural Utnlides Coop. Finance
2201 Cooperative Way

Hemndon, Virginia 21071

Robert S. Lynch
340 E. Palm Ln., Suite 140
Phoenix, Arizona 85004-4529

- Steve Montgomery

Johnson Controls
2032 W. 4® Street
Tempe, Arizona 85281

Walter Meek

Arnzona Utilities Investors Assoc.
P.O. Box 34805

Phoenix, Arizona 85067

William J. Murphy
200 W. Washington St., Suite 1400
Phoenix, Arizona 85003-1611

Morenci Water & Electric Co.
P.O.Box 68
Morenci, Arizona 85540




o

O N 3 N L p W

10

12
13
14
15
16
17
18
19
20
21

23
24
25
26
27
28
29

Mick McElrath

Cyprus Climax Metals Co.
P.O. Box 22015 :
Tempe, Arizona 85285-2015

Craig A. Marks ,

Citizens Utilities Company

2901 N. Central Ave., Suite 1660
Phoenix, Arizona 85012-2736

Roderick G. McDougall

City Attorney

Attn: Jesse Sears, Asst. Chief Counsel
200 W. Washington St., Suite 1300
Phoenix, Arizona 85003-1611

Mohave Electric Coop.
P.O. Box 1045
Bullhead City, Arizona 86430

Dan Neidlinger
Neidlinger & Assoc.
3020 N. 17® Drive
Phoenix, Arizona 85015

Greg Patterson

RUCO

2828 N. Central Ave,. Suite 1200
Phoenix, Arizona 85004

Doug Nelson
7000 N. 16™ St., Suite 120-307
Phocnix,‘ Arizona 85020

Douglas A. Oglesby

Vantos Energy

345 California St., 32nd Floor

San Francisco, California 94104-2606

Peter Q. Nyce, Jr.

Office of the Judge Advocate General
Department of the Army SALS-RL
901 North Stuart Street

Arlington, Virginia 22203-1837

Betty K. Pruitt

ACAA Energy Coordinator
Arizona Commumity Action Assoc.
2627 North 3rd., Suite 2

Phoenix, Arizona 85004-1103

Wayne Retzlaff
Navopache Electric Coop.
P.O. Box 308

Lakeside, Arizona 85929

Michael Rowley

Calpine Power Services Co.
50 W. San Fernando

San Jose, California 95113
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Nancy Russell

Anizona Association of Industries
1111 N. Third Street

Phoenix, Arizona 85004

Terry Ross

Center for Energy & Economic Dev.

P.O. Box 288
Franktown, Colorado 80116-0288

Phyllis Rowe

Arizona Consumers Council
6841 N. 152 Place

Phoenix, Arizona 85014

Lex Smith

Michael Patten

Brown & Bain PC

2901 N. Central Avenue
Phoenix, Arizona 85001-0400

Louis A. Stahl

Streich Lang

Two N. Central Ave.
Phoenix, Arizona 85004

Myron L. Scott
1628 E. Southern Ave., No. 9-328
Tempe, Anizona 85282-2179

Lawrence V. Robertson Jr.
Munger Chadwick PLC

333 N. Wilmot, Suite 300
Tucson, Anizona 85711-2634

Jack Shilling

Duncan Valley Electnc Coop.

P.O. Box 440
Duncan, Anizona 85534

Albert Sterman ‘
Arizona Consumer Council
2849 East 8" Sneet
Tucson, Anzona 85716

William Sullivan
Martinez & Curts, P.C.
2716 N. 7 Sweet
Phoenix, Arizona 85006

Wallace F. Tillman
Susan N. Kelly

National Rural Electric Coop. Assoc.

4301 Wilson Blvd

Axrlington, Virginia 22203-1860

Steven M. Wheeler
Thomas L. Mumaw
Snell & Wilmer

One Arizona Center
Phoenix, Arizona 85004




(Ve ]

O 00 9 O W B

10

12
13
14

16
17
18
19
20
21
22
23
24

26
27
28
29
30

Ken Saline

K.R. Saline & Associates
160 N. Pasadena, Suite 101
Mesa, Arizona 85201-6764

Stephen L. Teichler .

Duane, Morris & Heckscher LLP
1667 K. Street, NW, Suite 700
Washington, DC 20006

Larry K. Udall

Arizona Municipal Power User’s Assoc.

2712 N. 7% Street

‘Phoenix, Arizona 8§5006-1090

Marcia Weeks
18970 N. 116th Lane
Surprise, Arizona 85374

By:  Sandy ‘&’aters

Legal Secretary

Timothy Michael Toy, Esq.

Winthrop, Stimson, Putnam & Roberts
One Battery Park Plaza

New York, NY 10004-1490

John T. Travers

William H. Nan

272 Market Square, Suite 2724
Lake Forest, Ilinois 60045

Jessica Youle

Salt River Project

P.O. Box 52025 - PAB 300
Phoenix, Arizona 85072-2025

Donald R. Allen

Duncan & Allen

1575 Eye Street, Northwest
Washington, D.C. 20005-1175
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PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

James S. Pignatelli, 220 West Sixth Street, Tucson, Arizona 85702.

WHAT IS YOUR POSITION WITH TUCSON ELECTRIC POWER COMPANY
(“COMPANY” OR “TEP”)?

I am Chairman of the Board, President and Chief Executive Officer. I also hold these same
positions with TEP’s parent company, UniSource Energy Corporation.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The primary purpose of my testimony is to provide a general overview and policy perspective
with respect to the Settlement Agreement dated November 4, 1998 (“Agreement”) that was
entered into between TEP and the Arizona Corporation Comumission (“Commission”) Staff.
IN GENERAL, WHY DO YOU SUPPORT THIS SETTLEMENT PROCESS?

First, let me say from the outset that even before the adoption of the Commission’s Retail
Electric Competition Rules (“Competition Rules™) on December 26, 1996, TEP has been an
avid supporter of competition in the retail electric industry. In anticipation of competition,
TEP formed its holding company, expanded into other competitive energy businesses and
reduced its costs. These cost reductions resulted in present and future rate decreases for 1ts
customers. The Company has been devoting significant resources to meet the January 1,
1999 start date for competition that the Commission established with the support of many of
the parties to this proceeding. In order for competition to become a reality in Arizona by that
date, certain crucial issues must be resolved. I believe that this Agreement, and the process
under which it is being considered, is the only way to resolve those issues in time and get
competitive access underway for Arizona consumers.
WHAT IS THE BASIS OF THE AGREEMENT?
Pursuant to Commission Decision No. 60977 dated June 22, 1998 (“Decision”) and A.A.C.
R14-2-1607, Affected Utilities (such as TEP) were required to make a stranded cost filing

with the Commission by August 21, 1998. Additionally, Affected Utilities were required to
choose between two options for stranded cost. The first option, “the Divestiture Option,”
permitted an opportunity for an Affected Utlity to recover 100 percent if it divested itself of
its generation assets. The second option, the “Transition Revenue Option,” provided an

Affected Utility less than 100 percent recovery as it would only receive transition revenues

1
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for a period of time to permit the Affected Utility to maintain financial viability. As TEP has

demonstrated throughout the electric competition proceedings, the opportunity for 100

percent stranded cost recovery is essential to the Company’s financial future. The “auction

and divestiture” option provides Affected Utilities this opportunity. As a result, on August

21, 1998, TEP filed its plan for stranded cost recovery (“Plan”) which requested Commission

authorization for the Company to auction off it generation assets as a market based solution

to determine TEP’s stranded costs. The Plan also requested authorization for TEP to
privately securitize its stranded cost recovery in order to provide the funds necessary to pay
the debt associated with the assets to be divested, and to lower costs to customers.

Consistent with the Decision, which already provides TEP with an opportunity to
recover 100 percent of its stranded costs if it elects divestiture, the Agreement is an extension
of this Decision by providing the methodology for such recovery. The Company and Staff
believe that a settlement of the stranded cost issues is preferable to a lengthy and contentous
hearing process. As a result, TEP and the Staff entered into settlement discussions.
Concurrently, the Company entered into discussions with Arizona Public Service Company
(“APS”j with respect to the “Transco” proposal (discussed below) which TEP views as an
integral part of the Agreement.

PLEASE OUTLINE THE MAJOR PROVISIONS OF THE AGREEMENT.

To complete the divestiture of TEP’s generating assets in a way that wil] allow the Company

to fully recover stranded costs, while providing the benefits of competition to its customers,

the Agreement provides, among other things, the following:

a. Approval of the Company’s proposed auction process, including associated
documentation and bidding protocols;

b. Approval of the transaction set forth in the Memorandum of Understanding dated
November 4, 1998 between the Company and APS regarding Transco (see discussion
below);

c. An interim mechanism for recovery of stranded costs relating to the period between the

implementation of retail electric competition and completion of divestiture;
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d. A definitive mechanism for calculation and approval of stranded costs based on the
market value of the Company’s generating assets, as determined by divestiture of the
assets, including approval of the costs associated with such divestiture; and

e. A definitive mechanism for full recovery of swanded costs determined through
divestture, supported by authorization for securitization of the révenue stream associated
with stranded cost recovery, and an altemative mechanism for full recovery in the event
the Company is unable to Successﬁxlly divest.

WITH RESPECT TO THE AUCTION PROCESS, HOW LONG DO YOU ANTICIPATE

IT WILL TAKE BEFORE THE GENERATION ASSETS ARE SOLD?

John Paton of New Harbor, Inc. discusses this in greater detail in his testimony, but once TEP

receives a non-appealable order from the Commission, the auction process will be initiated.

We anticipate the auction will be compicted by the third quarter of 1999. Thereafter, we

anticipate completing the transaction after receiving all necessary approvals prior to

December 31, 2000.

WHAT WOULD HAPPEN IN THE EVENT OF A FAILED AUCTION?

The Agreement has a built in mechanism to provide the Commission flexibility to declare a

failed auction in the event that the auction process does not produce satisfactory bids. The

“failed auction” scenario is designed to protect customers from having to pay too much for

stranded costs, while at the same time providing a fall-back method of stranded cost recovery

acceptable to both the Company and Staff. In the event of a failed auction, the Commission
would allow the Company stranded cost recovery through a “Net Lost Revenues™ approach.

That methodology essentially estimates the difference between market revenues produced by

the assets and the embedded costs of operating the assets under cost-of-service ratemaking.

This is a recognized and acceptable administrative method of calculating stranded costs that

was advocated by TEP at the stranded cost hearings held earlier this year.

WHY HAS TEP REQUESTED AUTHORIZATION FOR SECURITIZATION OF ITS

STRANDED COSTS?

Dean Criddle discusses this in greater detail in his testimony, however, the principal reasons

for securitization are to provide the required funds necessary to pay debt associated with the
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assets to be divested; and to provide a lower cost means of financing the revenue stream

associated with stranded cost recovery.

- PLEASE EXPLAIN THE TRANSCO PORTION OF THE AGREEMENT.

The Transco proposal permits TEP to exchange with APS, TEP’s interests in the Navajo and
Four Comers generating plants for certain of APS’s transmission assets. Two principal
objectives of this transaction are to address vertical market power concerns and achieve
competition. After divestiture, TEP’s Transco will not own any generating assets and will
operate the transmission company separately from its distribution company. Additionally,
APS will continue to own generation but will not own or contro! transmission assets.
Customers will benefit through pricing reforms and simplified access through an Independent
System Operator (“ISO”). A key feature of the transaction is that transmission rates will not
be increased for customers in the current service territories of TEP and APS. Moreover,
Transco will provide a rapid jumpstart to the development of an ISO in the Southwest. While
genuine efforts are being made through the Desert Star process, I believe that the
centralization of ownership of transmission assets will significantly increase the pace of ISO
development. I would note that the Agreement contemplates an ISO would be in place by
December 31, 2000. |

PLEASE DISCUSS TEP’S UNBUNDLED RATES.

TEP’s unbundled distribution rates include the 1.1 percent rate reduction approved by the
Commission in Decision No. 61104. Additionally, the rates for standard offer customers will
be reduced an additional two percent over the next two years in conformance with that
Decision. The tanffs identify separately distribution, transmission, metering, billing service,
system benefits, market generation charge, regulatory asset charge and an interim transition
or competition transition charge, as applicable.

The interim competition charge is determined as follows: A quarterly firm Wholesale
Market Generation Charge will be estimated for a 12-month period based on shaping the Palo
Verde Nymex futures price for California hourly spot market index plus 3.5 mills. The adder
reflects the ancillary services, capacity reserves and other necessary generation costs. |
believe these mechanisms will provide the necessary stimulus to the market upon .the
introduction of competition.
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Q. PLEASE DISCUSS THE BENEFITS OF THIS AGREEMENT.
A. I believe them to be significant:

First, and foremost, the Agreement resolves two major issues crucial to meeting
the January 1, 1999 start-date; stranded costs and the unbundled distribution tariff.
Without resolution of these two issues retail competition cannot be implemented.
The Agreement addresses vertical market power concems raised by some of the
parties. Under the Agreement, TEP will divest its generation assets. The
formation of Transco will result in the divestiture of APS’ transmission assets.
Neither TEP nor APS will continue to operate as a vertically integrated utility.
The potential for assertion of vertical market power will be eliminated. The key
result of these divestitures is that mmission assets are owned by a company
without generation and access to such assets will be controlled by an independent
third party such as the ISO.

The Agreement provides for rate stability for TEP’s distribution customers by
establishing unbundled distribution rates that will remain in effect during the
transition period. Additionally, TEP’s standard offer customers will receive the
benefit of an additional two percent rate decrease during the transition period.

TEP will continue funding systems benefits charges, including its low income,
DSM and renewable programs, at 1997 levels.

The Transco proposal provides for quicker non-discriminatory open access and
movement towards the establishment of the ISO.

The securitization component will facilitate the financing of the divestture
process, which is an essential component of TEP’s ability to divest.
Securitization will lower the cost to customers of stranded cost recovery, by
funding the payment stream at an investment grade rate of interest.

The Agreement allows the Commission to retain complete oversight over the
entire transaction, as well as over TEP on a going-forward basis.

The Agreement allows TEP to function as a UDC to concentrate on serving its

customers without regard to who supplies its customers with energy.
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o The Agreement provides TEP an opportunity to continue rebuilding and maintain
its financial integrity thereby resulting in a financially healthy and stable UDC to
serve the distribution needs of the customers of Southern Arizona.

e Finally, the Agreement ensures that TEP will not pursue its litigation options with
respect to the Commission’s ability to implement the Rules, thereby removing a

major potential impediment to the introduction of competition.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
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Introduction

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Dean E. Criddle. My business address is 400 Sansome Street, San Francisco,
California 94111.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am a partner in the law firm of Orrick, Herrington & Sutcliffe LLP, where I have practiced
law since 1976. I am admitted to practice law as a member of the California bar. Since at
least 1988, my practice has consisted primarily of providing legal advice in connection with
public capital market financings for electric utilities.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The Settlement Agreement between Tucson Electric Power Company (“TEP™) and Staff of
the Arizona Corporation Commission (“ACC”), dated November 4, 1998 (the “Settlement
Agreement”), provides that TEP “shall securitize all regulatory assets and/or stranded costs
resulting from the divestiture fof its generation assets]” if securitization will reduce the total
costs to customers for regulatory assets and/or stranded cost recovery. My testimony will
describe the principal benefits of securitization tramsactions. It also will describe the
principal requirements of national rating agencies. My testimony will not attempt to interpret
Arizona law.

WHAT IS YOUR EXPERIENCE WITH SECURITIZATIONS FOR ELECTRIC
UTILITIES?

I served as lead outside counsel for Pacific Gas and Electric Company in connection with its
$2.9 billion securitization transaction completed in December of-1997. This was the first
(and remains the largest) securtization transaction completed in connection with the
deregulation of generation-related assets and obligations of investor-owned electric utilities.
Securitization

WHAT IS SECURITIZATION?

Securitization is a special purpose, collateral-based financing method which can provide
funding at a much improved rate of interest. In addition, securitization is a financing
structure that provides funding through the isolation of specified revenues and/or assets from
the general credit of the sponsor (here, TEP) in order to achieve a lower cost of capital than is
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available based upon the sponsor’s own credit rating. The objectivev generally is to obtain a
“AAA” rating for the securitization from at least two of the three major national rating
agencies (Moody’s Investors Service, Standard & Poor’s, and Fitch IBCA) without adversely
affecting the credit rating of the sponsor’s other debt and equity securities.

TEP mﬁst be able to securitize to finance the cost of divestiture and the termination of
its associated debt and lease obligations. It is unlikely that TEP could finance such costs
without the specialized financing technique provided by this form of asset-based financing.

For example, a financial institution with an “A” credit rating and a portfolio of single
family mortgage loans worth $100 million might organize a special purpose trust or limited
liability company (the “special purpose entity” or “SPE”) and transfer $2 million worth of
mortgages to the SPE in return for all equity interests in the SPE. The SPE then might issue
$98 million of SPE notes to the general public and use the proceeds to purchase the
remaining $98 million of mortgages from the financial institution. For a fee, the sponsoring
financial institution might agree to continue to provide the same billing, collection and
administrative services with respect to the mortgages that it performed prior to selling the
mortgages to the SPE. Such transactions are designed to isolate the transferred assets from
the effects of a possible bankruptcy of the sponsor. Properly structured, the transaction will
result in 2 “AAA” rating from national rating agencies, thereby producing a significantly
lower cost of capital than would be available if the sponsor were to issue $98 million of its
notes directly, secured by the $100 million of mortgages. It also should avoid any adverse
impact upon, and may even improve, the credit ratings of the sponsor’s other debt and equity
securities (which might well occur if the sponsor were to issue $98 million of debt directly).
WHAT COST OF CAPITAL BENEFITS ARE AVAILABLE TO INVESTOR-OWNED
UTILITIES THROUGH SECURITIZATION?

Securitization transactions generally allow investor-owned utilities (“IOUs”) to substitute
low-cost debt financing for higher cost debt and equity financing. IOUs generally are
required to report securitizations as debt on their consolidated balance sheets. However,
within limits, the rating agencies have indicated that they will treat properly structured
sécuritizaﬁons as though they were off-balance sheet transactions because a default by the
SPE will result in no financial obligation on the part of the IOU, and because the assets and
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liabilities are isolated from the effects of a possible bankruptcy. of the spomsoring IOU.
Compared with a large corporate debt offering, which could adversely affect the ratings on
the IOU’s remaining debt and equity securities, securitization provides a cheaper form of
financing that does not adversely affect the Company’s existing cost of capital.

Rating Agency Requirements

WHAT FEATURES MUST BE IN PLACE IN ORDER TO ACHIEVE “AAA” RATINGS?
During the last 26 months, each of the three major national rating agencies has released at
least one report summarizing the requirements for obtaining a “AAA” rating for
securitization transactions in the electric utility industry. The most recent of these are the
Special Reports released by Fitch IBCA on September 24, 1998, and October 8, 1998 (the
“Fitch Reports™). A copy of the Fitch Reports is attached as Appendix A. Like more general
reports previously issued by Fitch IBCA, Moody’s Investors Service and Standard & Poor’s,
the Fitch Reports identify six key legal elements that must be present to achieve a
“ "-rated securtization:

(@) property right;

(b) irrevocability and State support;

(¢) nonbypassability;

(d) bankruptcy remote/true sale;

(e) “true-up” mechanism; and

(f) guidelines for third-party energy service providers.

In California, the only state in which stranded cost securitization transactions actually
have been completed, all six of the key legal requirements identified in the Fitch Reports
have been addressed either by statute or by regulatory orders. The California Public Utilities
Commission’s approval of key légal provisions has been confirmed by a decision of the
California Supreme Court

While the California securitizations were based upon enabling legislation, page 4 of
the Fitch Report dated September 24, 1998, and page 2 of the Fitch Report dated October 8,
1998, note that electric utility securitization might be achieved in some states without special

implementing legislation. Arizona is mentioned as a state where such “administrative
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securitization” might satisfy the six key legal requireraents based upon general powers
granted to the ACC under existing law.

A. Property Right

WHAT KIND OF PROPERTY RIGHT MUST BE CREATED IN ORDER TO
ACCOMPLISH A SECURITIZATION?

The ACC order must create a legal right of TEP to be paid a specified dollar amount, together
with interest at a specified rate on the unpaid balance, the “Transition Property” referred to in
Exhibit A to TEP’s Application. This legal right must be transferable by TEP to a
bankruptcy-remote SPE. It also should be capable of being pledged by the SPE to secure
payment of principal and interest in respect of notes issued by the SPE.

B. Irrevocability and State Support

MAY THE ACC REVOKE OR AMEND THE SECURITIZED CHARGE?

Yes. However, the rating agencies will not assign a “AAA” rating to Competition Transition
Bonds (“CTBs”) that are payable solely from the securitized charge unless the ACC agrees
not to exercise its right to revoke or amend the securitized charge without making adequate
provision for scheduled payments of principal and interest on the CTBs. For example, the
ACC order might stipulate that the ACC will not revoke or amend the securitized charge
without first arranging for a portfolio of U.S. Treasury obligations to be deposited in an
escrow to ensure scheduled payments of principal and interest on the CTBs.

C. Nonbypassability

MAY RETAIL ELECTRIC CUSTOMERS BE EXCUSED FROM PAYING THE
SECURITIZED CHARGE TO THE EXTENT THEY GENERATE THEIR OWN
ELECTRICITY OR OTHERWISE CEASE TO TAKE DELIVERY OF ELECTRICITY
OVER DISTRIBUTION LINES OWNED BY TEP OR BY A SUCCESSOR UTILITY?
Yes. However, the rating agencies likely will run “stress case” analyses which test the debt
serviceability under various sensitivities or scenanios. For example, they may assume that
large numbers of industrial and commercial customers avoid the securitized charge through
self-generation or otherwise. The rating agencies might require shorter terms to maturity,
declining scheduled debt service, large overcollateralization amounts, or other features that

ensure the payment of scheduled principal and interest even in the event of these “swess
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cases.”

MAY RETAIL ELECTRIC CUSTOMERS BE EXCUSED FROM PAYING THE
SECURITIZED CHARGE BY PURCHASING ELECTRICITY FROM A SUPPLIER
OTHER THAN TEP?

No. The mﬁﬁg agencies will require that the securitized charge continue to be paid by
substantially all retail customers who take delivery of electricity over TEP’s distribution
lines.

MAY RETAIL ELECTRIC CUSTOMERS BE EXCUSED FROM PAYING THE
SECURITIZED CHARGE IF TEP'S ELECTRIC DISTRIBUTION SYSTEM IS
ACQUIRED BY A MUNICIPALITY OR BY ANOTHER BODY THAT IS NOT SUBJECT
TO ACC RATEMAKING JURISDICTION?

No. The rating agencies will require that the remaining pnncxpal amount of the underlying
Transition Property, including accrued interest, become due and payable if a substantial
portion of TEP’s distribution system is acquired by an entity that is not subject to ACC’s
ratemaking jurisdiction or if TEP’s rates cease to be established by the ACC.

D. Bankruptcy Remote/True Sale |

WHAT FEATURES SHOULD BE INCLUDED IN AN ACC ORDER TO ENSURE THAT
PAYMENTS ARE MADE ON THE CTBs EVEN IN THE EVENT OF A TEP
BANKRUPTCY?

It will be crucial to the rating agencies that TEP be treated as making an absolute transfer
(sometimes referred to as a “true sale™) of its property right to the SPE. It also will be crucial
that the SPE not be consolidated with TEP for purposes of bankruptcy analysis.

In order to support the transaction as a “true sale,” the ACC order should direct that
the securitized charge be displayed as a separate [ine item on retail customers’ bills. The
order should clearly state that TEP’s transfer to the SPE is an absolute transfer of TEP’s
interest in the property, such that the securitized charge will not be taken into account in |.
establishing TEP's revenue requirement and interest on the property will not be taken into
account as a cost of TEP’s capital for TEP ratemaking purposes. Moreover, the securitization
transaction should be structured such that all material economic benefits from any increase in
value of the property is captured by the SPE (not by TEP), and that all material economic
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losses resulting from any decrease in value of the property are borme by the SPE (not by
TEP).

In order to avoid consolidation of TEP and the SPE for bankruptcy purposes, the SPE
must have at least one independent director and must observe all separate corporate
formalities. The SPE also must have sufficient capital or other available funds to pay its own
reasonably anticipated administrative and operating expenses as they come due.

E. “True-Up” Mechanism

WHAT IS THE PURPOSE OF A “TRUE-UP” MECHANISM?

The purpose of a “true-up” mechanism is to provide for automatic adjustments to the
securitized charge as usage of electricity exceeds (or is less than) projected levels in order to
match periodic revenues from the securitized charge as closely as possible to the amounts
required to be paid on the CTBs. All mechanics and formulas for implementing “true-up”
adjustments should be approved in advance by the ACC so that they can be put into effect
(and remain in effect) without further action of the ACC.

IS SECURITIZATION OF THE SPECIAL CHARGE POSSIBLE WITHOUT ANY
“TRUE-UP” ADJUSTMENT MECHANISM?

Perhaps. But without an efficient, self-executing “true-up” adjustment mechanism, the rating
agencies probably will require additional overcollateralization, subordinate tranches of CTBs
retained by the SPE, or other forms of credit enhancements. These features would make the
securitization transaction much less cost effective.

F. Third-Party Energy Service Providers

WILL * ” RATINGS FOR THE CTBs DEPEND UPON THE CREDITWORTHINESS
OF THIRD-PARTY ENERGY SERVICE PROVIDERS?

If third-party energy service providers (“ESPs”) separately bill retail customers, or if TEP
bills retail customers both for electricity provided by ESPs and for distribution service
provided by TEP, it probably will be possible to obtain “AAA” ratings for the CTBs even if
the ESPs have poor credit ratings. But if ESPs are permitted to present a consolidated bill to
retail customers, with the ESPs being obligated to remit collections of the securitized charge
to TEP (or its assignee), creditworthiness of the ESP will become important to the rating

agencies. Unless ESPs are required to meet certain credit criteria or post collateral to ensure
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that they will remit the securitized charges in a timely fashion, the rating agencies probably
will run “stress case” analyses to ensure that scheduled payments will be made to owners of
the CTBs even if ESPs fail to remit their collections of the securitized charge in a timely
fashion. The rating agencies might require additional overcollateralization, subordinate
tranches of CTBs retained by the SPE, or other forms of credit enhancement, any of which
would make the securitization transaction less cost effective.

Conclusion

DO YOU HAVE ANY CONCLUDING REMARKS?

Yes. Securitization of a separately-stated, nonbypassable charge imposed on all of TEP’s
distribution service customers, as provided for in the Settiement Agreement, would provide
an extrernely cost-effective means to finance TEP’s stranded costs. This financing technique
requires the ACC’s advance approval of a special charge, as well as an automatic “true-up”
adjustment mechanism, that will remain in effect without amendment until the CTBs have
been repaid or until adequate, alternative provision has been made for repayment of the
CTBs. Securitization might be the only feasible method available to TEP, whose credit
rating is below investment grade, at this time to raise cash sufficient to finance the divestiture
of TEP’s power plants. It also is expected to result in a significant reduction in TEP’s
consolidated cost of capital in comparison to the cost associated with TEP issuing 2 blend of

its own traditional debt and equity securities.
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m Overview

In December 1997, the three California investor-owned
utilitics each completed a securitization through the
issuanee of debt backed by the right to collect *“uransi-
tion tariffs.” Across the U.S.. investor-owncd utilitics in
several states, inctuding Illinois, Pennsylvania, and
Montana, are poiscd to issuc. similar bonds with legisla-
tive support. The devclopment of this asset-backed
market has tracked the timing of clectric induscry te-
structuring, subject wo the legislative and political proc-
ess in cach state. The cartiest transaction of this type
was completed in July 1995 by Puger Sound Power &
Light Co. (now known as Puget Sound Encrgy), which
sold che right to collcet tariffs relaging to energy conser-

SEPTEMBER 24, 1998

vation programs. In 1996, bonds backed by utility sur
charges were issued by Spanish and [ualian ualitics,
with additional govemmenaal support. The California
transactions have becn viewed as seuing preeedent for
broader issuance in this market.

The C.S. electric utility indusuy is undergoing a fun-
damenual reotganization, under which power genera-
gon will beccome subject to competition while
ransmission and distribucion will remain monopoly
activities. As pact of this transicion, many utilitics are
requesting compensation for prior investments of com-
mitments that were deemed prudent by investors and
would be rendered uneconomic in 2 compctitive mar-
ket. These investments, commonly referred o as
“seranded costs™ or “transition costs,” may include un-
rceovered investments in, or Cost associated with the
closure of, 2 power plant; maintenance costs of nuclear
power facilities; nuclear decommissioning costs; obliga-
tions associatcd with above-market power purchasc con-
tracts: the costof work force retraining; and demand-side
managcment or low-income assistance programs.

Ln many States, as 4 Mateer of public policy, the legisla-
ture and regulatory authoritics have provided for recov-
erv of urilities’ scranded costs through the imposition of
a deiined surcharge or tariff tobe assessed by the urility
against its customer base. The resulting right to collect
future tanff revenues from utilicy customers is referred
to herein as “transition properey.”

In states considering securitization, 2 stacute will con-
tain general securitization guidelines that will be sup-
plementcd by specific applications for financing orders
submicted by che unlides to the statc ucilicy commis-
sion. The goal of sccuridization is to reduce the utilicy’s
cost of capital, thus improving its ability to operate ina
competitive market, and to allow utilities to realizc
compcnsation for stranded costs sooRet.

; vpeme @ e+ S ——. S
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UTILITY STRANDED COSTS: RATING THE SECURITIZATION OF TRANSITION TARIFFS

Itis important to note that statuces es-
wablishing transition tariffs will not nec-
essarily provide for the secunitization of
such rtariffs, Furthermorc, securitiza-
tion 1s only one method of recovery for
stranded costs. Many utilicies have cho-
sen to recapitalize through divestiture
of assets or other forms of reorganiza-
tion. Also, securitization need not be
directly coupled with che idendificadon
and compensation of stranded coscs.
For example, the restructuring statute
passed in Hlinois permits secunidzation of
3 defined transigonal revenue sweam,
without linkage 1 stranded investument.

Scveral fecatures differentiarc  debe
backed by teansition tadffs from “plain
vanilla” asset-backed debr inscru-
ments. The establishment of transition
property (i.e. the nghr to collect the
fucurc cash flow stream) will depend on
a specific statute or body of regulatory
proccdures cather than standard con-
tract law, such as the Uniform Commer-
cial Code (UCC). Transition properry
represents a dedication of future reve-
nues; conscquently, the creation of the
obligation to pay depends on the per-
formance of a service to be rendered in
the future. Furthermore, individual
utility ratepayers may movce into or out
of the region or existing customers may
increase or reduce their consumption,
thercby increasing or reducing overall
paymencs for energy delivery. Final
maturities on these bonds may strerch
out 10-15 vears. The longer the ex-
pected maturiry, the greater the poten-
ual impact business or technology

Political Envitonmeént
Q Transaction Suucture

O Analysis of the Utility as
- Servicer .-

Q Credit Analysis

O Regional Economic Factors
O Cash'Flow Stress Cases

2 FiTcH BCA, INC.

changes could have on the cash tlows
supporting the bonds.

w fegal and Regulatory
Framework

Unlike other asset classes, che tariff-
based cash flow stream supporting the
bonds is established by legislative or
regulatory authority. “Thus, the firse
component in Fitch IBCA’ analvysis is a
thorough understanding of the authoriz-
ing legislation and financing orders.

The enabling statute or order will gen-
enlly provide for the rescructuring of
the state’s electic utility industry by
bringing compctition to clectric gen-
eration and, in some cases. cerain ocher
utilicy-refated services (e.g. mertering,
mecter reading, and billing).

In srates considering sccuritization, a
transition rtariff will be escablished
through a statute approved by the state
legislature, or by regulatorv order ap-
proved by the state utilicy commission,
to provide for the recovery of a portion
of utilitics’ strandcd costs. It is impor-
tant 10 note that utlity restructuring
legislation {enacted to introduce com-
petition 1o the generation market) may
establish transition tariffs while not al-
lowing for securitization. Some legisla-
tion, as in Califernia. provides for
securitization of only 2 portion of the
transition charge.

For a ratablc secuntization. the transicion
tariff should provide varivus legal ele-
ments that are crucial 0 the securitiza-
ton, as derailed in the following sections.

Property Right: Since the asset sceur-
ing the bonds is a right to a future cash
flow stream, the statuce or order should
establish the future cariff collections as
a property right that van be transferred
and pledged as a security interest. The
transition property will not be governed
by the UCC: therefore. che procedurcs
for establishing a first-perfected secu-
rity interest should also be outlined in
the statute or order. The amount of the

tanff, as well as the rules for its collec-
tion, will be defined in financing orders
approved by the regulatory commission
in the relevant state,

Irrevocability and State Support: “I'he
statute or the regulatory order must cs-
tablish the transition cariffs as irrevoca-
ble, prohibiting the legislature, the
commission, or any other agency or
governmental encty from rescinding,
altering, oramending the tariffs or tran-
sition property in any way thac would
reduce or impair their value. The ir-
revocability language is an importanc
protection against changing political
agcndas in the legislative or executive
branches of government. Once the
bands have been issued, the tariffs arc
furcher supported by the “conrracts”
and the “rakings™ clauses of the U.S.
Constitution and most state conscitu-
tions, which protect against impair-
ment of contracts and taking of
property without the provision of ade-
quate compensation.

[f che bonds are issued pursuant to spe-
cific legistadion, che statute will gener-
ally conuin a state non-impairment
pledge. wherein the state agrees chat it
will not limit or alter the tanffs, cransi-
tion property, financing orders. or any
other right under the boads unul the
principal of and interest on the bonds
are fully paid or unless adequare com-
pensation has been made to safeguard
bondholder rights.

Becausc the assets securing these bonds
are creatcd through the polidcal process
and are bound with industry restructur-
ing. the cnabling satutc and orders will
be subject to challenge from opposing
partics. While the political process dif-
ters from state 1o state, the enacument
of legislation. ar issuance of 2 final com-
mission order, involves a process in
which interested parties have the op-
portunity to challenge or submit
amendments to the proposcd language.
Generally, after a statuce is approved by
the legislature, and/or an order is issued
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Examples of Stranded Costs/Transition Costs

0O Above-Market Generation — Nuclear or other gencrating faciliues
that will not be cost cffective in a competitive environment.

O Non-Utility Generating of Independent Power Contracts — Many
of these contracts have béen signed with fixed or escalating power
prices above current and estimated future power sales prices.

O Regulatory Asscrs/Social P1ogra

. charges, nuclear decommissioni

bonds.

by the commuission, there is an addi-
tonal defined period when outside par-
ties can challenge the statute or order
through litigation. When this period
has expired, the potential for later at-
tack is substantially diminished.

Many states have a ballot initiative
process that allows opposition groups to
place 2 petition on the clection ballot
upon receipt of a given number of voter
signatures. When analyzing bonds is-
sued under statute in these seates, it is
important to cnsure the soundness of
the federal and state constitutional pro-
tections, the irrevocability language,
and the statc non-impairment pledge.
Fitch IBCA analyzes the constitutional
protcctions and issues in cach state and
requires corresponding legal opinions
from udility counsel. In addition, other
qualitative factors, such as capital mar-
ket restrictions, political support, the
potential legitimacy of any legal atrack,
and incentives of all parties involved,
should be considered.

Nonbypassability: The transition cariff
is usually asscssed as 2 distribution
charge. applicablc to the monopoly
utility service. Therefore. regardless of
which power provider generates the
energy delivered to the customer, 2
transition charge will be coliecred
based on delivery scrvice. This type of
ariff is frequently referred to as 2
“wircs charge.” While customers will
be able 1o choose their power provider,
their need to be connected to the dis-
tribution system, whether for primary

/ployee reuraining, and lowncome
~Transaction Costs ~— "FHe costs of Bsuing, servicing, and retiring

s ==Catch-all categorv for deferred
ngicOSLs, conscrvation programs, €m-
e omer subsidics.

or backup service, will limit theirability
to bypass the tariff.

Bankruptcy Remote/True Sale: The
statutc or regulatory order should pro-
tect the bondholders from the interrup-
tion or impairment of cash flows in the
event of a utilicy bankruptey. It should
also ensurc that the transfer of the tran-
sition property will be trcated as an
absolute transfer, not a pledge. of the
seller’s right, utle. and interest in the
property. The statute or regulatory order
should also define conditions for a valid,
enforceable, and perfected secunty in-
tecest for the indenture trustee.

Fitch IBCA requires legal opinions of
utilicy counsel stating that. in the event
of a utility bankruptey. the transfer of
the transition property would consti-
tute an absolute sale rather than 2
pledge. Thus, the transition property is

egal and Regufatg_

Escablish transicion

erty to the indencure trustee.

applicablc).

0 0D o OO0 D O

(if applicable).

ry Framework Ch
"cariff as 2 property night
Nonbypassable fof. any customers. connected:
system within the service territory. ‘
Irrevocable by subéiéqucnt fegistatt
guage (if applicablc) should include
Supported by federal and state cor
Bankruptcy-remote issucr, noncon$ol
ity, and a truc sale of the ansicom propercy.
Granting of 2 first-perfecred securicy interest in't

Guidelines for consolidated billin

not considered part of the utility’s
bankruptey estate and the court will not
order the consolidation of the asscts of
the special purpose vehicle (SPV) with
the udility in the event of the utility’s
bankruptcy.

True-Up Mechanism: The statute or
order may provide a mechanism that
would authorize the utility co reset tat-
iffs acleast annually. The reset, referred
w as the "true-up mechanism™ or
“crue-up,” typically adjusts the tariff 0
a level sufficient to mainwin interest
payments, scheduled principal amorti-
zation, related fees, and any credit en-
hancement balances. The statute of
order may provide for more frequent
resets, based on the occurrence of cer-
tain events, such as 3 minimum per-
centage variance bcoween projected
and actua) principal amortization. The
truc-up can increasc or decrease the
wariff depending on the positive or
ncgative variance of actual tariff pay-
ments and/or energy consurmption from
the udilicy’s projections.

The filing for the true-up mechanism
will generally be made with the utilicy
tegulatory commission or cquivalent
agency of the state based on updated
sales forecasts for the forthcoming
years. It is imporrant that the statute or
order neither require discretionary
commission approval for the truc-up

i

¢-transition prop-

Review of requirements and mechdnics of trucup mechanism (if

- ¢hird-party energy providers

Fitc IBCA, INC. 3



UTILITY STRANDED COSTS: RATING THE SECURITIZATION OF TRANSITION TARIFFS

— . R ]

Administrative Securitization

Ltilicy securitizations, to date, have been preccded by
passage of legislation that explains the transactions’ legal
and structural framework. As detailed in this report, the key
provisions included in a securitization statute relace to the
irrevocability of a commission finding creating the transi-
tion tanff that underlics the secunuzation, the true sale of
the ucility’s transiton property to a special purpose vehicle
(SPV)or trust, and the remotencss of the SPV or trust from
the potential bankruptcv of the involved unlity or any
entiry acting as servicer for the transaction.

It is possible that a valid securitization could be structured
without the need for such specific legislative authorization.
This technique, called “administrative securitization,”
seeks o ensurc the necessary elements described above
bascd on existing s@ate law or constitutional provision, The
idea has received the greatest consideration in states where
the legislature has found the enactment of a more tradi-
tional authonizing statute to be difficult (New York), or
where the utlity regulatory commission receives its
authority from the statc constitution and, thus, is shielded
from any accempt by the legislature to limit the commis-
sion’s powers or modify its decisions (Arizona).

In the absence of specific enabling legislation, the par-
ties formulating an adminiscrative sccurinzation must
rely on the general powers granted to a public utility
commission under existing law. Accordingly. the trans-
action structure might diffcr depending on the specific
legal circumstances of the state in which the transaction
will occur. Regardless of the form of a particular deal, its

legal bases will likely be underpinned by one or more of

the following legal theorics that would hold that future

action by cither the commission or the legislature to

adversely affect bondholder rights is prohibited:

O The federal or state constitution forbids the taking
of bondholder property without just compensation,

Q The federal or statc constitution forbids state ac-
cions chat impair contracts.

QO The fedcral or state constitution forbids state ac-
tions chat arc arbitrary and capricious.

O  The state, having achicved its public policy goals
through che bond issuance, is estopped from modi-
fying the rights previously granted to bondholders.

Whatever the legal theory expoused, the use of admin-
istrative securitization will be an issue chat is not gov-
erncd by any existing precedent within the courts of any
state in which the concepe is proposed. Accordingly.
Ficch IBCA fully expects thae the auchorization of such
securitization by a state utility commission will be ap-
pealed to the state court of appropriate jurisdiction fora
determination that the structure proposed for the trans-
action is legitimase. If such judicial finding is rerumed
in the affirmadive, Fich IBCA would sec no bar to
analyzing the deal 1n che manner ouclined wichin chis
report to determine whether the transaction, as struc-
wred, mccts the requirements for an ‘AAA rating. In the
unlikely event thart an administrative securitization or-
der is unchallenged, Fitch IBCA would investigate che
specific state law provisions to determine if all of the
necessary elements for 2 securitization are supported.

nor limit the resulting tanff 1o a leve)
insufficient to ensurc debt repayment.
If cthe regulatory framework does not
provide a truc-up mechanism, Fitch
IBCA will require overcollateralization,
subordinated tranches, or other forms
of credit enhancemenc.

Third-Party Energy Providers: In many
staces, third-party energy providers (i.c.
non-vtility power gencrators, energy
marketers, and independent brokers)
will be granted the right to perform
“consofidated billing,” i.c. the right to
bill customers for all services rendered
(including distribution services and
transiticn tariffs) and remit pavment
back to the utility. If the stacute ororder
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allows for third-party consolidated biil-
ing, it should also imposc minimum
credit or collateral requirements on par-
tues wishing to assumc chis service.
Generally, such guidelines will inciude
seuing of minimum credic scandards;
posting of cash collateral to cover the
maximum period for which revenues
are at risk; and/or requiring that the
third party assume personal liability for
billed amounts, regardless of collee-
tions. For additional informacior: on
chird-parcy energy providers. please sec
Fitch IBCA Rescarch on ~Calitornia
Dircer Customer Access Plan,”™ dated
Nov. 18, 1997, available on Fuch
IBCA's web site at wwai.firchibea.com.

® Transaction Structure

Ar closing, the utility, as seller, will
transfer its ownership interest in the
ransition properry 1o a bankrupeey-re-
mote SPV (the issver). To cnsure the
true sale. 2ll conditions of the enabling
statute or regulation must be fulfilled.
The SPV, pursuant 1o its statutory or
regulatory authorization, will grant a
first-pecfected security interest in the
Ir3aNSItion property to a trustee on be-
half of the bondholders. For tax pur-
poses, rhe transaction will gencrally be
classificd as debr of the selling udilicy
and a letcer from the Internal Revenue
Service confirming chis classification may
be received prior o issuance. The bonds



are generally classificd as debe of the
utility for accounting purposcs as well.
The chare at right summarizes che basic
structure for these transactions.

The notes issued may be tranched into
mukiple classes with varying maturities.
The principal amortizatton schedule can
be structured as level, mortgage-style, or
variable payments. The key to assess-
ing the appropriace amortization sched-
ule is to ensurc that proposed payments
are consistent with forecasted seasonal
fluctuations in collections. While the
projected principal amortization sched-
ule will be established at closing. prin-
cipal shortfalls will generally not uigger
a default under the transacton docu-
ments. If there is a periodic reser, the
truc-up mechanism should encompass
any prior shortfalls in interest, princi-
pal, fees, or any overcollateralization
account balances so chat principal
shortfallsin a given year should be com-
pensated by cariff adjustments in the
following period.

Fiech IBCA will evaluate the interrela-
tionship of all aspects of the structure
in developing the rating for the bonds.
However, cerain structural facrors will
contribuce to achieving the highest rat-
ings. For examplc, the final maturicy
date for the bonds should fall within the
maximum term of the tariff, as defined
by stactute or order. Back-ended princi-
pal paymentcs (i.c. mortgage-style am-
ortization) may strain cash flows in the
early periods and increasc risk toward
the end of the term. Also. given the
technology risks associated wich the
transactions, longer term bonds will be
subject 10 higher cash flow stress sce-
narios than bonds of shorter duration.

On a qualitative level, Ficch IBCA pre-
fers the tanff o be a relatively small
pereentage of customcrs” overall bills
and/or that the utility’s total rates con-
form to the regional average. If the tran-
sition charge is large or towa} rates are
high, customers may have a greatereco-
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nomic incentive to investin alternative
cnergy technologies, reduce their con-
sumption, become self-generators, or
seek political or legal overturn. This
risk is somewhat mitigated in states
where total customer races are capped.

Credit Enhancement: [n waditional as-
set-backed analysis, the level of credic
enhancement determines the rating on
the sccurities. However, traditional
credit enhancement for debt backed by
transition @rffs tends to be relatively
small (usually 1%-3% of the initial prin-
cipal amount). This reduced amounc of
cnhancement is sufficient to achieve
*AAA ratings for bonds structured with
the truc-up mechanism since cash flow
variability is mitigated by the true-up
mechanism and the essential nature of
electrie service.

When a truc-up mechanism adjusts the
tariffs at least annuatly, any cash flow
shortfalls will ideally be caprured by
the end of the following year. Tradi-
tional forms of overcollateralization
provide some liquidicy in the early
stages of the deal and greater support
toward the end of the transaction. In
the later years, the opportunites (o
truc-up, and, thus, the flexibility to re-
coup principal shortfalls, become

fewer. Acthis point, funded overcollat-
eralization makes up a larger percent-
age of the outstanding principal balance
of the bonds, more closely approaching
market cnhancement levels for ‘AAN
rated bonds in other assct classes.

Sizing of che credit enhancement will
depend on the terms of the truc-up
mechanism, the bond structure, and
the strength of the cash flows. Bonds
structurcd with back-ended principal
amorrization, for example, may require
higher credit enhancement in che carly
years to compensate for lower interest
coverage. For bonds structured without
a truc-up mechanism, higher cnhance-
ment levels will be required.

Collection Accounts: Anindentusc trus-
te¢ will establish collection accounts into
which all waniff collections will be de-
posited. The frequency of the utlicy’s
deposits to the collection accounts will
depend on commingling provisions, as
described 1n Unlity as Servicer on
page 6. Funds held in these accounts
will pay expenses, fces, principal, and
interest, as well as fund any overcollat-
cralization requircments on a monthly,
quarterly, or semiannual basts. Any ex-
cess cash collected will normally be
held in a reserve account and, if appli-

FITCH IBCA, INC. 5
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Sample Collections Curve
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cable, incorporated into the calculauon
of the following yeat's true-up.

Collections Curve: Some bond struc-
turcs may require the udlity to remit cash
10 the uustee based on a “collccrions
curve,” regardless of the actual cash col-
lected. A collections curve specifics the
required percentage of cach bill that
must be remitted 1o the truse in each of
the five or six months after the bill s
issued. The curve is calculated based on
historical average percentage of bills col-
lected by month after issuc, with per-
cenuages adjusted annually based on
updated collections expericnce.

m Utility as Servicer

The uvtility will normally ace as scrvicer
for the bonds, performing activities such
as billing, calculating and collecting the
ranff, calculating and filing for true-up
adjustments, and sales and usage fore-
casting. When chird-party encrgy serv-
icc companies perform consolidated
billing, the utility functions as master
servicer to consolidate and supervise
collection from third parties. Electric
utitities will normally have extensive
experience in che funcrions necessary
to actas servicer. Furthermore, a utility
will frequendy have the ability to ter-
minate service duc to nonpayment
Thus. even if the utility’s credit rating
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Month

is ‘BBB’ or lower, it will generally be
the optimal servicer for the transaction.
Fitch IBCAs due diligence on each
utiliry proposing to act as servicer on a
transacrion incorporatcs a review of the
utiliry's forecasting, credit assessment.
collections. delinquencies, writeoffs,
billing systems, commiagling risk, and
the availability of alternate scrvicers, as
summarized below.

Forecasting: Since scheduled principal
amortizaton will be based on the udlicy’s
sales forecasts, it is imporrant o assess
the utility’s forecasting abilicy and accu-
racy. Utlities generally mainaain sophis-
ticated economctric models thac relace
historical values of encrgy vaaables to
mecasures of weather, the economy, and
the number of customers. Fich IBCA
revicws the utility’s historical sales fore-
casts and the varianees to actual resulrs o
determine the peak unfavorable forecast
variance, as well as the reasons for such
variance, for cach customer class included
in the secuntzation. These resules arc
used in the cash flow stress scenanios. as
outlined on page 8.

Credit Assessment: Under most state
regulatory guidelines. a ucility will be
rcquired to provide scrvice to all cus-
tomers regardless of creditworchiness.
In some states wich dramatic swings in

emperature, the uulities may be for-
bidden from disconnecting service dur-
ing extremely hot or cold seasons. For
these reasons, the key factor in a utiliey’s
credic assessment process will be the cri-
terta for requiring addidonal securiry
from niskicr customers. If serviec cannot
be denicd, most udlities will require a
secunity deposit for new cuseomers ot
those who pose a greater credic risk.

Collections, Delinquendcies, and Write-

offs: The utility should have a well cs-
tablished process for pursuing and col-
lecting delinquencies. However, since
customers consider electricity an es-
sential scrvice, historical chargeoff and
delinquency rates for utilities tend to
be relauvely low. It is not unusual for
utilitics w0 expericnce 0.50% average
chargeoffs for a 20-year penod.

Inthe deregulated energy services mar-.

ker, an imporrant factor will be the dis-
cibution uulicy’s contnued ability to
disconnect service for nonpavment,
cvea if a third-party cnergy provider is
supplying electrcity. In some sutes,
the ability to disconnect may be de-
layed, espeaially if a third party is pro-
viding consoclidated billing.

Billing Systerns: Under the current
system of “bundled™ balls, urilicy cus-
tomers reccive a bill for one amount
incorporating various tariffs, taxes, and
surcharges. In the competitive markee,
most udlides will be required to offer
~unbundled” bills, explicitly breaking
out bill components. The utility’s bill-
ing systems must be able to incorporate
multiple components of billing infor-
mauon. As part of the due diligence proc-
ess, Firch IBCA will review the uuility’s
billing systems to ensurc that they are
adequatcly prepared to handle the com-
plexitics associated with assessing the
transition tariffs and wacking ¢ollcctions.

Commingling: The utility’s ability wo
commingle funds will usually be based
on its senjor debr rating. Generally,
utilities with a short-term rating of 'F2’
or above will be permitted to commin-

SN



Servicer Checklist
Forccasting methods and
accuracy.

Proccdures for assessing
customer credit.
Collections process, no-
tice, and disconnection.
Histoneal delinquency and
chargeoff data.
_Billing systems.
Commingling.’ of -securi-
 tized wariffs.
~“ Requirements -and fecs
“'for altemate seracers.

O gL 0O 0O D O

gle funds for 30 days prior to remitting
pavment to the trust. However, if the
vulity is a qualified servicer with a
short-term rating below ‘F2°, commin-
gling risk may be mitigated by limiting
commingling to 2 maximum of two days,
collecting all receipes through a lock box.
or rcquinng a letter of credit equivalent
o 30-day maximum collections.

Alternate Servicers: While a sub-in-
vestment-grade utility may be an ac-
ceptable servicer based on it
operational qualifications, the transac-
tion should provide for the right to re-
place the utility with an alternate
servicer in the event of a declinc in
credit rating, insolvency, or the failure
to perform any of the duties of servicer,
The transaction should incorporatc a
scrvicer fee sufficient t adequately
compensate 2 backup scrvicer thac
takes on this role. It is particularly help-
ful if the legislature or regulatory order
places an obligation on the pare of any
successor o the urility to invoice and
colleet on behalf of the bondholders.

® Credit Analysis

Since cash flow supporting the bonds
will be generated by pavments from all
ot designated catcgories of customers
in the utility's service territory, it is
importanc to analyze the composition
of the service territory to determine
the size and usage level of the cus-
comer base, custamer delinquencics,
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regional economic sensitivitics. and
wearther-related seasonality,

Custoraer Base: The size and vanabil-
ity. of the customer basc will have 2
significant potential impact on the cash
flows to the bonds. Fitch IBCA reviews
a number of economic factors in its
analysis of the customer base, includ-
ing: the size and shape of the service
territory (the geographic footpnnt): the
diversity of the customer pool: the
changc in housing starts during reces-
sionary periods; exposure to key indus-
ries; cyclicality of kev industries;
hiscorical recessionary bankruprev data;
the municipal rating of any major cicies
within the service territory; and the ex-
istence of any major universitics or
military bascs in the terricory.

The residendal segment will provide 2
high level of customer diversification,
similar to that found in credit card re-
ceivables. Since the tariff will be as-
sessed against a houschold rather than
an individual, it is assumed that the
majority of residents moving away from
a service territory will be replaced by
new residencs. Thus. the residential
segment will tend to be a large, diversi-
fied, and relarively stable source of cash
flow.

The utility’s commercial and industrial
customers could portcnrially represent
significant concentration in the cus-
tomer basc. These cuscomers will tend
to be fewer in number and contributc
higher taniff revenucs per account than
those received from resideanal custom-
ers. Industry concentracion should also
be asscssed. Fitch IBCA incorporates
the risks associated with customer con-
centrations into its cash flow stress cests,

Cyclical and Seasonal Patterns: Billed
revenues from residential and small
commercial customers end to show
minimal sensiuvity o economic cveles.
In the short term, the greacest historical
changes in residential and small com-
mercial usage have been due to
weather. Thus, weather pacterns often

drive the cash flow projections and,
consequently, the amortization structure
of the bonds. In the long retm, the avail-
abilicy of cnergy-<flicient appliances.
twends in cnergy conscrvation, and the
availability of new energv-consuming
technologices will likely affect these cus-
tomers’ usage patems.

Large commercial and industnal cus-
tomer revenues show greater sensitivity
to economic cycles. Such sensitivities
should be incorporated into cash flow
SCress scenarios, as appropriate.

Self-Generation and ARternative Tech-
nologies: Because the rariffs will be as-
sessed upon distribution services, the
market cntrance of alternative energy
providers should not affect eanff re-
ceipts. However, customers could poten-
tially avoid payment of the transiton
uriff by performing energy gencrationon
sitec and disconnecung completely from
the distribudon grid. The risk that cus-
tomers will use new and existdng tech-
nologics to generate power for their own
use is ceferred to as “self-generanon.”

Given current available technology, .

Fitch IBCA considers it unlikely thata
significant portion of the residential ac-
count base will implement self-gencra-
tion immediately or that alternative
technologies will develop sufficientdy
in the next 10 years o allow for wide-
spread disconnection from the grid.
Self-generation in the industrial and
large commercial segments, where
large encrgy usage and greater access o
capital would make developing a genera-
tion systemn more feasible, is somewhat
more likely. Fitch IBCA assumes thac the
risk of self-generation, driven by the de-
velopment of new technologies, has the
potential © increase substantially be-
vond a 10-vear horizon.

= Cash Flow Models

and Stress Cases
While the form of cash flow models will
vary bascd on the structure of the bond,
statutory and regulatory framework. and
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amortization schedules, models will ad-
dress fundamental credit issues com-
mon to all sccuritics in this class. These
issues include: the forceast customer
base (by customer class); canff levels for
each customer class; encrgy consumption
by class: assumprions on collections and
chargeoffs; any crue-up mechanism and
any overcollateralization.

Basis for Methodology: Scveral factors
could potendially reduce the cash flow
o the bonds, including cconomic re-
cessions, loss of large industrial custom-
ers, demographic shifts, incrcased use
of self-generated cnergy sources driven
by technological advancements, and cr-
rors in forecasting. Fitch IBCA’s cash
flow stress mcthodology aggregates
these multiple risks and applics a single
variance percentage to cash collections.
Actual stress cases are described below.

AAA’ Stress Case: Fitch IBCAs ‘AAA

stress case stresses four modcl vari-

ables, cach of which is meant to incor-

porate multiple risk factors described

above and resulting in a reduction in

cash flows below projections.

> Base Error— The firstsuess variable
is applied as a basc cfror o projected
revenues. This base error is incended
to incorporatc the impact of 2n cco-
nomic recession, exueme weather
changes, changing usage pattems, ot
general demographic  shifts. The
base forecast crror will equal between
2.0 times (x)-3.0x the historical 20-
year peak positive forecast vanance.
The multple used and the length of
historical dara rcquired will vary
based on the term of the transaction
and the underlying credit risks.

> Self-Generation/Technology Risk
— Fiwch IBCA assumcs that tech-
nological uncertainty increases over
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Suength of regional cconomy.
Geographic footprnt.
Scasonality and cvclicalicy.
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time, especially for commercial and
industrial customers. This would
subsequently increase the risk of
self-gencration as greater techno-
logical options become available.
To incorporate this risk. Ficch IBCA
will assumc that the basc crror in-
creases exponentially over the term
of the bonds, bascd on the per-
ceived risk of sclf-gencration for
the utility’s customer base.

» Delinquency Rates — To incorpo-

ratc the effects of delinquency rates
on forecast collections. Fitch IBCA
will review the utilicys histoncel
delinquency expetience and apply
2 muldple of the highest delin-
quency period. If the transaction
uses a collections curve. Fich
IBCA will assumne delavs in the col-
lection curve.

» Chargeoffs — Despite utilities” his-

torically low chargeoff ratios, Firch
IBCA will apply chargeoff ratios at
5.0x the 20-year histoncal peak
chargeoff. Again, the historical data
required may vary based on the
eredit quality and term of the deal.

Consolidated Billing Default Case: Fitch
IBCA will review the credit guidelines
established in the financing order for
third-parcy energy providers perform-
ing consolidated billing to determine

Composition of customer base.
Customer concenteations in commercial and industrial segments.
Regional industry concentrations.

5. 31219080300 Fer
05 738-5770 Fav 20t

Development of altcrnative encrgy gencration technologies.
Disconnection from the power grid by self-gencrating customers.

the transactions’ maximum cXposure o
third-parey collections. To test the im-
pact of a potenual third-party defaule,
the sccond stress casc assumcs that
third parties take over billing foralarge
percentage of the customer base and
default cvery year for the entire term of
the bonds. The lengeh of the assumed
default, and the percentage of the cus-
tomer basc affected, will vary based on
the third-party commingling restric-
tions containcd in the statute or order.

Break-the-Bond Case: The third sen-
sitivity strives to test the amount of
stress neceessary o force an event of
defaulr under the bonds. The resules of
this scenano should be so severc as 1o
be outside what would be considered
rcasonable for an ‘AAA’ stress. The ex-
act cases developed to achieve this goal
will vary by transaction.

For additional informatien on this as-
set class, please refer to Fitch IBCA
Research on “California Infrastruc-
ture and Economic Development
Bank Special Purpose Trust PG&E-1,
SCE-1, and SDG&E-1” dated Jan. 12,
1998, Feb. 4, 1998, and March 19,
1998, respectively. All reports are
available on Ftch IBCA’s web site at
www.fitchibca.com.
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Issues Addressed in this‘; Report

Rating Transition Bonds™

Risk of judicial overcum or ballot referendums
Securitization withoutspecisl Xcgislacion
Technology risk

Size of transition charges and total pncc

Implications of Securitization for Utility Credit
> Stranded cost recovery

> Leverage and adjusted financial racios

> Corporate debrt versus transition bonds

>  Overall cffect on thc uﬁlir.y credic rating
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For more information, plmqscc Fitch IBCA Rescarch
on “Utility Stranded Coscs: Radng the Securitizarion of
Traasicion Tariffs,” dazcd Sepe. 24,1998, avsilsblc on Fitch
IBCA’s web site at www fitchibea.com.

m Rating Transition Bonds

Can the cash flow stream servicing transition
bonds be adversely affected by judicial
overturn, voter referendum, or ballot initiative?

Since the assets securing these bonds are created by 2
policical process involving legislative or regulatory com-
mission actions, the cnabling statute and/or regulatory
orders are subject to challenge from opposing partics.
While che polmcal process differs from state o state.
interested paries generally have the opportunity
challenge or suggest amendments to the proposed stac
ute or regulatory order. Also. after the passage of legis-
lacion or the issuance of a rcgulatory cormmission’s
financing order, there is an additional defined period
when outside parties can bring a legal challenge against
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the statute or order. When this defined period has
expired. the opporrunity to challenge the statute or
regulatory order typically diminishes.

- Some swtes have a ballot ininative process permitting

voters 1o place a petition on the election ballot upon
request by a given number of voters. A group in Cali-
fornia has qualified a ballot iniciative for che November
1998 election that seeks to prohibit future udlity wan-
sition tariff securitization and the collection of transition
charges, limit the abilicy of the three California inves-
tor-owned electric utilities to recover costs for non-nuclear
generation plants, and prohibit assessment of charges
recover costs of nuclear-related asscts. 1n this situation,
the securitizatton bonds were sold before the initiative
was qualified. Ficch IBCA belicves that federal and
state constitutional protections against impairment of
contracts and wking of propercy without adequarc com-
pensation would lead a court to uphold the continuing
collection of the dedicated transition tariff backing the
bonds even if a majority of voters approve the balloc
initiative. Another possible source of protection for bond-
holders is court enforcement of the Scate of California’s
pledge totake no action that would impair bondholders’
rights without making adequarte provision for the pro-
tection of bondholders.

A different scenario is plaving outin Massachusetts, where
a ballot referendum in November 1998 will challenge the
utiliey restructuring law passed in November 1997. No
transition securitizations will have occurred in Massachu-
setts prior to the vote on the referendum. A successful
vote on the referendum likely will climinate the pos-

www.fitchibca.com
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sibilicyof securitization for Massachu-
setts investor-owned ucilities. How-
cver, if che refereadum is defeated, she
taniff secucitization is likely to proceed.

California, Pennsylvania, Hlinois,
Massachusetts, and Montana
have approved specific statutes
authorizing securitization. Is it
possible to securitize transition
charges without a special faw?

There may be citcumstances in which
a utility securitization can be structured
without the need for specific legislative
authorization. This technique, called
“administrauve securitizaton,” relies
on existing statc law or constitutional
provisions to ensure scveral issues chat
would otherwise be addressed in spe-
cial legislation. These maceers include
the ircevocability of a regulatory com-
mission order creating the transition
uniff, the true sale of the utiliey’s right
tocollect the transidon tariff to a special
purpose enucy (SPE), and the remote-
ness of the SPE from the potendal
bankruptey of the utility or any entizy
acting as scrvicer for the transaction.

In the absence of new legislation, the
parties formulating an adminiszative
securitization must rely on the gencral
powers granted to the public utilicy
commission under existng law Ac-
cordingly, the wansacuon structure
might differ depending on the specific
legal circumstances of the state in
which the transaction will occur. Onc or
more of the following legal theories is
likely to form a foundarion for the legal
argument that future action by either
the commission or the legislature to
modify bondholder rights is prohibiced.
> The federal andfor state constitu-
nions forbid the taking of bondholder
properey without just compensaftion.
> The federal and/or state constitu-
tions forbid statc actions thatimpair
contracts.
» The federal andfor state constitu-
tions forbid srate actions that are
arbitrary and capricious.

2 FiTcH 1BCA, INC.
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> Thestare, having furthered its pub-
lic policy objectives (i.c. competi-
tion in clectric service and dicect
customer access) through the in-
volvement of bond investors, is ¢s-
topped from modifying the rights
granted to those investors.

Ficech IBCA fully cxpects that the
authorization of administrative sccuri-
tization by a state utility commission
will be appealed o the stte court of
appropriate jurisdiction to detemine
that the structure proposed for the
transaction is legitimate. If the judicial
outcome is positive, Fitch IBCA would
apply icts typical criteria for uansition
bonds to sce if the transaction as struc-
turcd meets our rating requirements.

How does Fitch IBCA factor
technology risk into transition
bond ratings?

Fitch IBCA mkes into consideraton avail-
able and developing altemauves o clece-
wicity distibuted over the utility network
and the likely effect on consumption of
clectricity over the life of the tansition
bonds. In most cases, the transition ariff
supporting the securitizaton bonds is for-
mulated as a dismibution charge, and cus-
tomers will condnue to be subject to the
charge as longas they have any connection
to the dismibudon svstem, whether tor
primary or backup service. Some states
have considered an “exit charge™ that 3
customer would pav upon becoming a
“self-generaror,” buc ocher states have re-
jected such a charge. Assuming that there
is no cxit fee, a customner may avoid pav-
menc of the rrff by using existing or new
technologies to performencrgy generation
on site and disconnect completely from
the disaibudon grid.

Currently. industrial and large commer-
cial customers have the grearest abiliey
and mogivation £0 invest in equipment
or new technologies to lower their elec-
tric bills. Small gas-fired turbines. fuel
cclls, and photo-voltaics are examples
of on-site gcneration alternatives chat

could become commercially competi-
tve in cerain regions of the U.S, within
the next 10 years, Fitch IBCA considers
it unlikely that residential customers
could implement self-gencration im-
mcdiately or that alternative technolo-
gies will become so affordable in the
nexe 10 vears 1o allow for widespread
disconnection from the grid. Custom-
ers of any class or size could invest in
more efficicnc equipment for energy
conscrvation and reduce the base of
sales upon which the wariff is collected.
A substantial decline in the consumption
of elecrricity could stress the economics
of the securitization transaction.

Fitch IBCA assumes that the risk of
self-gencration or use of alternare tach-
nologics will increase substandally be-
yond 2 10-year horizon, especially if the
tozal cost of electricity distribured over
the utility nctwork is high. In cash flow
models and stress cases, Fitch IBCA
applics a loss factor that aggregares the
various nisks affecting the collection of
the securitized tariff (the “basc error”™).
To incorporate potcntial technology
nisk, the basc error is increased expo-
nentially over the term of the bonds.
The forecasted rate of consumption
lost due to new applications of technol-
ogy will be higher for large commercial
and industrial customer accounts than
for residendal accounts.

Does the size of the securitized
transition charge or the absolute
level of electricity prices have
any effect on the credit of the
transition bonds?

Demand for electricity tends to vary
depending on relative price. The
higher the tocal all-in cosc of distribured
clectricicy, the greater the economic in-

-centive for an electricity consumer o

reduce consumption or install new
technology. Also, the larger the transi-
tion chatge, the greater the incentive
for customers to apply political pres-
sure or scck legal recourse to uy
avoid paving the charge. Consequently,




the ceredic of che transicion bonds s
qualitatively improved if che transition
charge is relatively smalland if che ozl
cost of distributed clectricity is noe
high. Furthermore, the longer the du-
ration of the rransition charge, the
greater the economic incentive for cus-
tomers to make investments to reduce
consumption or self-generate. The
1deal ¢ircumstance is a relatively small
transition charge and a moderate all-in
clecuricity price for a short period (five
years or less), while the worst casc is a
large transition charge and a high all-in
electricity price for a long duration
(morc than 10 to 12 years.) Practically
speaking, most transactions will fall
somcwhere in between.

In some cases, the charge is high in the
carly years and diminishes over the
course of the transaction, while in other
cascs, the securitized transition charge
is level or incrcascs over time (i.e.
charges are back-ended). Back-ending
the recovery to later years increases
bondholders’ exposure co changes in
electricity consumption or commer-
cialization of alternate technologics.

= Implications of Securitization
for Utility Credit

Is securitization the only way to
recover utility stranded costs?

Securitization is one of scveral methods
for rccovering investments rendered
uneconomic as a result of restructuring
the urility business. Regulators may
authorize stranded cost recovery viaa
transition charge collecced over time
or a rate freeze over a defined period
withourt sceuritizaton. However, this
type of recovery is subject to regula-
tory and policical risks of a future
change in tariffs. With securitization,
the utility receives cash immediately
and the bonds cstablish a third-party
contract that bencfits from constitu-
tional protection; thus, potential politi-
caland regulatory risks are substanuially
limiced.

Anotiicr method to recover stranded
costs is to delay implementation of open
access untl all existing generation in-
vestments and regulatony assets have
been amortized in the normal course of
business, a strategy thatappears to be the
favored course in many states, whather
by conscious intent or inaction.

Does securitization result in
excessive leverage for the utility?
How does Fitch IBCA treat the
financial statements of the utility
after a transition bond issue?

Fitch IBCA does not view bonds aris-
ing from the sccuritization of a dedi-
cated transicion tariff as ucilicy debe. If
the transition bonds are reported as
debr on the utility’s consolidated finan-
cial statements, Fitch IBCA deducts
the securitization bonds and associated
revenucs, interest expense, and princi-
pal amorzation from the udilicv’s fi-
nancial statements and ratios. This
approach is predicated upon the view
that transition bonds are not a perma-
nent layer of utility capital; the debtis
self-liquidating over a defined transi-
tion period from a defined cash flow
stream that is not available to utihcy
bondholders or other creditors.

By way of background. ¢ven though a
securitization is legally and economi-
cally structured as a “reue sale” it is
likely to appear as debt in the utihnys
consolidated accounting statements.
The staff of the chief accounanc’s of-
fice of the Securitics and Exchange
Commission concluded in February
1997 that a utilicy's right to collect 2
transicion aanff does not qualify as a
financial asset pursuant to Financial
Accounting Statement 125 (“Sales of
Financial Asscts™). Thus. the reported
financial statements of a utility that has
sceuritized its transition taniff are hkely
to overstate debt as well as revenues
and cash flow availablc to the utilin.

Comparing reported financial measures
wich the adjusted measures over ume

UTILITY SECURITIZATION Q & A

produces a better picture of the under-
lying wends of the ualicy company.

Two adjusted financial measures helpful
©0 understand udility leverage are ad-
justed debe wo adjusted wral capital and
adjusted debt to adjusted eamings before
interes, taxes, depreciation, and amort-
zation (EBITDA). Fiech IBCA also ana-
lyzes adjusted interest coverage ratios
(adjusted pretax income 1o adjusted in-
wrestand adjusted EBITDA to adjusted
interest). The adjusoment calculatons
arc explained in the table on page 4.

It is important to note that the securi-
zaton is generally part of 2 broad re-
structuring of che utlity company that
may engail rate reductions, a rate freeze
or rate cap for a defined number of
years, aceelerated recovery of assets,
asset divestiure, and the retirement of

-debror equiry securitics in varving pro-

portons depending on the company'’s
longer term capimlizadon objective.
The uulity’s business and corporate
strategy will not stand still over the tran-
sidon period. All these factors will have a

profound effect on the company’s lever-

age and finanaal condivon dunng the
rransivon period and beyond.

Does the securitization of a
dedicated revenue stream
supporting the transition bonds
result in the effective subordination
of the utility’s corporate bonds?

While there is no acrual subordinauon
of the urilitics’ debe to the securidza-
tion debe, the separate revenue stream
dcdicated to the rate reduction bonds is
more secure than the utlity’s gencral
revenue suream because of the consuru-
tional protecrion of contrace rights and
against the confiscation of property. A
utility’s revenue stream is subject w vari-
ation based on weather and opcrating
performance and is subject to political
and regulacory risks. An unanticipated
rate reduction or drop in consumption
will adversely affect the utilities” debe,
while the credic of the rate reduction

FITCH IBCA, INnC. 3
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Calculating Adjusted Financial Measures

Measure Adjusted Measure

Debt Total debt on the balance sheet is reduced by the outstanding amount of transition bonds

Total capital Sum of adjusted debt plus common and preferred equity . ‘

Assets Deduct from assets an amount equal 10 outstanding transition bonds; the deduction may be applied to
specific asset accounts or as an adjustment to total assets

Revenues Deduct from reported electric revenues the tarifi revenues dedicated 10 interest expense and principal

amortization of transition bonds (generally disclosed in a footnote)

Operating income
Pretax income
EBITDA

Interest expense

To compute adjusted operating income, adjusted pretax income, and adjusted EBITDA, the adjustments
applied to reported revenues are cartied down as a direct reduction to each of these adjusied measures

Deduct from reported total interest expense the interest expense atiributabie o transition bonds
{generally disclosed in a foomote)

EBITDA - Earnings before interest, taxes, depreciation, and amoxtizaton, -

bonds may continuc unimpaired. The
rate reduction bonds are more effectively
insulated aguinst chese pressures. Con-
sequently, the difference in the ratings
of the securitization bonds compared
with utility corporate debt ratings re-
fates to the consticucional and legal pro-
tections available to the investors in the
securitization bonds, racher than to
credit enhancement from the subordi-
nation of the utility’s corporate debe.

Some utlity  fixed-income  analysts
have expressed concern that the val-
ity’s residual cash flow stream may be
more volatile aftcr sccuritization than
before. This could be the case if the
utiliev’s cotal tariff is capped and the
securitized transition wariff represents a
large percentage of the total. There is
no rule of thumb for the maximum size
of securitization transactions or maxi-
mum percentage of total revenues
dedicated to servicing the transition
bonds. Firch 1BCA reviews each trans-
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action on a case-by-case basis (o decer-
mine if the utiliey credic is exposed to
greater risk as a result of securidization.

Does securitization strengthen
or impair a utility’s business
outlook and credit rating!?

In mosc cases, the outcome of 2 sceuri-
tization transaction will be positive or
neutral o the credit of the uality, with
the largest benefits accruing to utiliaes
with large scranded costs and low credit
ratings before sccuritization. A utilin’s
credic will be affected by industrv re-
structuring, deregulation of gencracion.
mergers or acquisicions, or asset dives-
titures dunng the transition period. On
the positive side. the quality of utilicy
cash flow may be significancly beccer
after the securitization and restructur-
ing becausc of the jower level of fixed
costs and (educcd regulacory and com-
petitive risk in the gencration business
unit. On balance. Fitch IBCA believes
that the credic impace is likelv to be

+mev. theif experd, INS Oher sure;

favorable for most utilides with mate-
nal stranded cost exposure,

While most of the benefics relate to the
generation business, there are some
possible disadvantages of an exces-
sively large and long-lasting transition
charge for the future distribucion url-
ity. Should the distribution utilicy aced
o implement ncw distribution tariff
approaches. the securitization transac-
tion would be difficult, if not impossi-
ble, to unwind. High distribudion fecs
will provide a greater incentive for con-
sumers 10 inVEst in new capiaal equip-
ment to reduce or rcplace che
consumption of electricity distribured
over the utility network, as previously
described in the sectuon on technology
risk facrors. This nsk is likely o be
modest if the rransition charge is of
relatively short duration (for example,
six to cight vears).
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Introduction And Purpose

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

John G. Paton, New Harbor, Inc., 280 Park Avenue, East Tower, 27* Floor, New York, New
York, 10017.

WHAT IS NEW HARBOR, INC.? 4

New Harbor, Inc. (“NHI™) is an investment bank that specializes in financial advisory
services for the electric, gas and water industries. The firm was founded in June 1993 and is
comprised of experienced investment bankers from First Boston, Kidder, Peabody, Lehman
Brothers, Merrill Lynch, Morgan Stanley and Salomon Brothers. Its Managing Directors
have accumulated over seventy years of experience in the investment banking and financial
advisory industry, and have worked with almost every major electric and gas utility in the
United States. Their collective work experience includes a broad range of assignments from
strategic advisory, divestiture of assets, mergers and acquisitions, bankruptcy and out-of-
court restructurings to project finance, equity research, and debt and equity financings.
WHAT IS YOUR POSITION WITH NEW HARBOR, INC.?

I am currently a Managing Director. My responsibilities include directing and overseeing all
aspects of investment banking transactions, primarily in the strategic and restructuring areas.
These activities include transaction structuring, auction design, valuation, negotiations, etc.
PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND YOUR BUSINESS
EXPERIENCE AS THE SAME PERTAIN TO YOUR POSITION.

[ received a Bachelor of Mathematics degree in 1980 from Waterloo University in Kitchener-
Waterloo, Ontario, Canada. I am a Chartered Accountant, having been admiued by the
Canadian Institute of Chartered Accountants in 1982. I received Masters of Business
Administration and Bachelor of Laws degrees in 1986 from the University of Western
Ontario in London, Ontario, Canada.

I worked as a public accountant in the audit and tax area of a predecessor firm to Peat
Marwick Mitchell in Toronto, Ontario, Canada from 1977 thrdugh 1982. After completing
my graduate degrees in 1986, I joined Salomon Brothers Inc in New York City. While at
Salomon Brothers, I was part of the Mergers and Acquisitions Group, specializing in electric
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and gas utilities business combination transactions, defense, restructurings and bankruptcy
advisory.

I left Salomon Brothers in February of 1992 to join Barr Beatty Devlin and Co., a
strategic financial advisory firm specializing in gas and electric utilities. In July 1993, Jay
Beatty and I left Barr Beatty Devlin to form NHI. |
PLEASE DESCRIBE ANY OTHER BUSINESS EXPERIENCE OR BACKGROUND AS
IT RELATES TO THE DIVESTITURE OF THE GENERATING ASSETS OF TUCSON
ELECTRIC POWER COMPANY (“COMPANY” OR “TEP”).

I have been involved in the auctioning of large generating stations on behalf of U.S. electric
utilities preparing for the deregulation of the power supply function. I personally directed the
auction of approximately ten thousand megawatts of gas-fired generating capacity on behalf
of Southern California Edison Company. ] am cuwrrently conducting the sale of the 1,340
MW Centralia, Washington coal-fired mine-mouth generating station on behalf of the eight
investor-owned and municipal utility owners, in addition to several other yet to be publicly
announced divestitures. -

PLEASE DESCRIBE ANY BUSINESS EXPERIENCE AND BACKGROUND RELATED
TO ELECTRIC UTILITY DIVESTITURES.

During the course of my career, I have been involved in several major mergers, acquisitions,
and restructurings in the utility business, including the Entergy/GSU and San Diego/SCEcorp
combinations and the bankruptcy cases of Public Service Company of New Hampshire,
Eastern Utilities Associates and its wholly-owned nuclear power subsidiary, and EUA Power
Corporation. More recently, I have been involved in representations of El Paso Electric
Company, for both its bankruptcy case and proposed merger with Central and Southwest
Corporation, as well as the Official Committee of Unsecured Creditors of the Columbia Gas
System, Inc., and PacifiCorp in its acquisition of PowerCor in Victoria, Australia.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The primary purpose of my testimony is to discuss the various methods of divestiture
considered by TEP and the rationale behind the selection of sale by auction.
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What is the Preferred Method of Divestiture for Tucson Electric Power Company?
WHAT ALTERNATIVE METHODS OF DIVESTITURE WERE EVALUATED BY NHI
AND TEP?

- NHI, in conjunction with TEP, evaluated a variety of possible means of divesting the

generating assets of TEP, with due regard for factors such as certainty of computation of
transition costs;, maximization of proceeds, faimness, efficiency and rapidity, and impact upon
the competitive market. Two fundamental divestiture strategies were considered:

e Asset sale through auction

e Asset sale through negotiated private transaction

WHAT IS ’AN ASSET SALE THROUGH AUCTION?
An asset sale through auction is a2 method of divestiture that uses a staged bidding process
and allows numerous potential purchasers to participate. In general, an aﬁction is the method
that will most likely reveal the market Qalue of an asset because it tends to draw out the
largest number of potential buyers.

In light of existing uncertainties regarding the operation of the new electricity market,
different potential buyers may have widely varying views of future electricity prices and the
development of a direct access market. This may lead to a wide range of values attributed to
the generation assets by potential purchasers. It is therefore desiréble to expand the pool of
potential buyers, at least initially, in order to identify buyers who value the assets most
highly. By identifying and soliciting buyers who value the assets most highly, TEP will
maximize the proceeds received from a sale and minimize stranded costs.

In addition to maximizing price, an auction advances other objectives, such as
faimess to ratepayers, shareholders, and potential buyers. Further, an auction provides
greater likelihood of convincingly demonstrating to the Commission and to other interested
partiés the market value of these stations.

WHAT IS AN ASSET SALE THROUGH NEGOTIATED PRIVATE TRANSACTION?

In an asset sale through a negotiated private transaction, TEP would contact a limited number
of parties for each asset and attempt to negotiate a sale through those contacts. In some
contexts, a negotiated sale with one or possibly a few potential buyers may be the only

realistic alternative. This may be true, for example, where there are significant restrictions on
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the seller’s ability to dispose of an asset, or where market circumstances are such that it is
highly unlikely that more than one party would even be potentially interested in purchasing
the asset. Because fewer potential buyers are involved in a negotiated sale compared to an
auction, sometimes the process is easier to manage.

WHAT ARE THE RELATIVE MERITS OF AN AUCTION AND A NEGOTIATED
SALE? _

So long as TEP believes that a pool of buyers exist to purchase its generating assets, the
pritary advantage of a negotiatedl sale is the manageability of the process. However, a
carefully designed auction process need not preclude incorporating the more beneficial
aspects of negotiation. The auction should draw out the largest number of potentially
qualified and interested parties thereby ensuring the best sale price. To make the process
most efficient, TEP will narrow the field of bidders based on the biddérs’ preliminary bid
submittals. This narrowing will enable TEP to deal with a more manageable number of
parties as time-intensive activities, such as on-site due diligence and discussion of contractual
language, proceed. An important feature of a staged auction is that it enables multiple rounds
of bidding, providing flexibility to respond to bidders’ concems as well as incentivizing
bidders to increase their offers. If TEP, as the seller, is prohibited from engaging in such
activities as part of the auction, this lack of flexibility might deter potential bidders from
participating, and TEP might be prevented from selling the generating assets at the best price
and other terrns. Based upon these considerations, TEP believes that the auction process
should retain considerable flexibility.

WHY WAS THE AUCTION METHOD CHOSEN?

Both an auction sale and a negotiated sale are reasonable and justifiable methods of disposing

of generating assets. NHI recommends TEP proceed with an auction sale because it is more
likely to give TEP and the Commission the greatest measure of assurance regarding the
consequences of the divestiture, to ensure the best price for the assets, to attract and satisfy
the largest number of potential owners, and is the most consistent with the regulatory

process.
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IS THE TRANSCO PROPOSAL WITH ARIZONA PUBLIC SERVICE (“APS”) A
VIABLE METHOD FOR REALIZING FAIR MARKET VALUE FOR TEP’S SHARE IN
THE NAVAJO AND FOUR CORNERS GENERATING STATIONS?
As I have discussed previously, a negotiated sale is a viable means of realizing the fair
market value of generating assets. The Transco proposal between TEP and APS has some
unique aspects, which make a negotiated sale a particularly appropriate method of divestiture
for the Navajo and Four Corners assets. The transmission assets of APS are an integral part
of TEP’s plans to become the builder a_nd owner of transmission assets in Arizona, and
cannot be obtained from a broad market solicitation of bids. Also, divesting the generating
assets and acquiring transmission assets in separate transactions would be a more time
consuming process than having both parties agree to the Transco proposal at this time.
How Will the Auction Process Work? ’
WHAT ARE THE GOALS OF THE AUCTION?
TEP, in consultation with NHI, has designed its auction procedures with a focus on the goals
of efficiency and price maximization, as v;'ell as faimess to all interested parties. In order to
expedite divestiture, TEP has developed 2 streamlined, staged approach that is intended to
ensure a fair auction process while preserving sufficient flexibility to allow for the maximum
possible competition among potential and actual bidders for the assets that are to be sold.
WHAT IS THE PROPOSED SCHEDULE FOR THE AUCTION?
Although TEP must retain the flexibility to alter its schedule to reflect unanticipated events,
an anticipated schedule has been established to auction TEP’s generating assets. The
Company plans to implement a five-phase auction process, which is summarized in the
following timetable (all dates are estimates only):
Phase 1  Pre-auction marketing activities through March 1999

Preparation of selling memorandum

Preparation of assets for sale

Buyer prequalification

Phase 2  Distribution of selling memorandum April through June 1999
Receipt and analysis of indications of

interest
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Selection of short list of bidders
Phase 3  Due diligence for short list participants July through September 1999
Receipt of final bids
Selection of winning bidders
Phase 4 Negotiation and Execution of Documents ~ October through November 1999
Phase 5  Final regulatory approvals By January 1, 2001
Closing
The timetable set forth above is tentative, and assumes among other things, timely regulatory
approvals and the removal of material asset contingencies.
WHAT IS THE COMMISSION’S ROLE DURING THE AUCTION PROCESS?
The Commission will be kept informed during every phase. The auction has been designed
to be as robust and transparent as possible. While the bids must be kept confidential to
ensure the integrity of the auction, TEP and NHI believe that the Commission must be
informed of the progress of the auction.
WHAT IS EXPECTED TO TAKE PLACE AT EACH STAGE OF THE AUCTION
PROCESS?
The auction process has been designed to ensure that all bidders have the same opportunity to
evaluate and bid on the generating assets. Phase 1 of the process is ongoing and will
continue during the Commission’s review period for this filing up until the commencement
of the actual auction (Phase 2). Phase | activities include gathering all of the information
necessary for bidders to conduct their due diligence, which will include operating, financial,
environmental, legal and technical information on the generating assets. During Phase 1,
NHI will assist TEP in identifying and contacting potential purchasers. TEP will also prepare
a press release directing bidders to contact New Harbor in order to be included in the process.
Phase 2 is the stage where initial indications of interest are provided by bidders. Potential
bidders will receive copies of the Confidentiality and Auction Protocol Agreements as well
as be given or have access to due diligence materials. Following the initial review period in
Phase 2, bidders will be asked to submit non-binding Indications of Interest. TEP with NHI
will evaluate the Indications of Imterest and select a “short list” of bidders to invite into Phase

3, to conduct more extensive due diligence on the assets. The Indications of Interest will be
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evaluated primarily on price, financing contingencies, financial wherewithal to complete the
transaction and any necessary consents or approvals that could significantly delay a closing.
Specific bidders will be invited to participate in Phase 3 and will be provided additional due
diligence material, site tours, and management presemtations in order to make final bids for
the assets. Phase 3 will require a high level of resources and commitment from the invited
bidders. At the end of Phase 3, the bidders will be required to submit their final bids. Upon
receipt of the final bids by NHI and TEP, the auction will enter Phase 4 where the final bids
will be evaluated on a similar basis to the Indications of Interest and winning bidders will be
selected. Bidders will be required to be available to meet with TEP and NHI for final
negotations and contract execution. Phase 4 will conclude with documents executed
between the winning bidders and TEP for the generating assets. In Phase 5, the last phase of
the auction process, TEP will submit executed documents to the Commission for approval.
The Commission will have the opportunity at this time to review the filings to satisfy itself
that the auctions were done in a fair, diligent and professional manner. Any other regulatory
approvals, such as FERC and the Federal Trade Commission, will be obtained in this last
phase.

WHAT HAPPENS AT THE CONCLUSION OF THE AUCTION?

The auction will actually be concluded at the end of Phase 4 when the winning bidders have
executed documents for the purchase of the generating assets. At that time, Commission and
regulatory approvals of the sales will be obtained. Furthermore, upon completion of the
auction process, but prior to the actual sale and transfer of the assets, TEP will file
appropriate form of transfer documents and proposed must-run contracts for approval by the
Commission.

What Are the Auction Protocols?

WHAT IS THE PURPOSE OF THE AUCTION PROTOCOLS?

TEP and NHI have designed an auction process to attract a wide universe of qualified bidders
which will result in a market determination of the value of the generation assets in a manner
that is fair to the bidders, efficient in terms of time requirements and effective for TEP, its
shareholders and ratepayers. The auction protocols provide potential bidders with the details

of the auction process including: the auction methodology, tentative timetable, rules of
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conduct, bidding restrictions, methods of allowable communication, cost responsibility and
the form of bid. The auction protocols will be contained in the Confidentiality and Protocols
Agreement, which each potential bidder will be required to execute prior to participating in
the auction process. _

WHAT IS 'INCLUDED IN THE CONFIDENTIALITY | AND PROTOCOLS
AGREEMENT? v

In addition, to containing the auction protocols, the Confidentiality and Protocols Agreement
will obligate the potential bidder, its affiliates and representatives to maintain as confidential,
any informatibn, documents, data or any other material provided by TEP (“Due Diligence
Material”) or analyses performed by the bidder. Any such Due Diligence Material and
analyses may be used by the bidder solely for the purpose of evaluating T.he assets. Potential
bidders will be required to treat as confidential any bid or related discussions it has with TEP.
Destruction of Due Diligence Material shall be certified by an officer of the bidder. Due
Diligence Material provided to participants in the auction will include, among other things, a
selling memorandum, any third-party environmental or engineering reviews performed for
TEP in conjunction with the auction, as well as environmental, operating and technical
information and data. Such information may be made available in a data room or provided
directly to the potential bidder.

WHEN WILL THE CONFIDENTIALITY AND PROTOCOL AGREEMENT BE
DISTRIBUTED?

The Confidentiality and Protocol Agreement will be distributed to potential bidders at the end
of Phase 1. No potential bidder will receive a Selling Memorandum on which to base initial
indications of interest until the Confidentiality and Protocol Agreement has been signed and
returned to TEP.

What Are the Current Divestiture Plans of TEP?

WHICH ASSETS ARE BEING DIVESTED?

Bidders will have an opportunity to bid on any or-all of the following Assets:'

! TEP has entered into the Settlement Agreement with the Commission Staff which will exchange TEP's interest in the
Four Corners and Navajo generating stations for the ransmission assets of the Arizona Public Service Company.
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(i)  Springerville (100% interest)
(i) Irvington (100% interest)

(ili)  San Juan (TEP’s 50% interest in each of Units 1 and 2); and

- (iv) TEP’s combustion turbines

TEP reserves the right to bundle, or to change the bundling of the assets. Bidders will
be notified of any changes and appropriate adjustments will be made to the auction timetable,
if necessary, to allow for a resubmission of bids reflecting revised bundling, or for any other
reason.

The Assets will include Leaschold, as well as ownership interests. The divestiture
will include all ancillary agreements, operating permits, real and personal property, inventory
and spare parts required to operate the Assets. TEP will retain ownership of and reserve any
necessary easements for transmission facilities and associated property and lines from the
facilities. In addition, because TEP will retain its transmission and distribution operations,
the Company may enter imto one or more joint use/management agreements with the
purchasers of the Assets relating to systems or facilities necessary for the operations of each
party.

WHAT TEP CONTRACTS MAY BE ASSIGNED?

The divestiture of Assets will require the assignment or modification of several ancillary
agreements. The most significant of those agreements are the coal and transportation
agreements relating to Springerville and Irvington, and the project agreements relating to
TEP’s interests in remote generating facilities operated by other utilities.

WILL TEP BE ALLOWED TO BID ON ANY ASSETS?

The auction process has been designed to provide all bidders access to the same information
and due diligence materials regarding the generating assets. Should a TEP affiliate decide to
bid on any or all of the Assets, appropriate “fire walls” will be established between the
bidding affiliate and TEP personnel involved in the auction. The bidding affiliate will be
required to enter into the Confidentiality and Auction Protocols Agreements modified to
permit the affiliate to communicate only with NHI. The affiliate will have access to the same
inforrnation and will be required to adhere to the same rules and standards of conduct as all
the other bidders. Indications of interest and final bids from the affiliate will be delivered to
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NHI as an independent third party, be opened first and evaluated with the other bids prior to

disclosure to TEP. |

What Is the Current Market for Generating Assets?

WHY HAVE OTHER UTILITIES CHOSEN AN AUCTION SALE?

As stated earlier, the most viable options considered for divestiture of utility assets are an
auction sale or a negotiated sale. Each has its advantages and disadvantages. NHI recently

completed the sale of generating assets for Southern California Edison (*SCE”) through an

auction process. The reasons SCE chose to do an auction are similar to the reasons that NHI

has recornmended TEP proceed with an auction: provide the greatest measure of assurance

regarding the consequences of divestiture, ensure the best price for the assets, to attract the

largest number of potential bidders, and to avoid unpecessary delay. NHI is currently

conducting an auction for the 1340 MW Centralia Generating Stztic;n, in the State of
Washington, for these same reasons.

WHAT ARE SOME OF THE OTHER UTILITY AUCTIONS THAT HAVE BEEN

ANNOUNCED?

Across the country, the electric utility market is undergoing substantial and fundamental
changes. Many states, like Arnzona, are strongly encouraging their traditionally integrated
electric utilities to separate into non-regulated generating companies and regulated
transmission and distribution companies. Most utilities have chosen to date to sell their soon

to be non-regulated businesses including generation, and used or plan to use an auction
process in almost every case. Fifteen utilities, including TEP, have announced intentions to

divest some or all of their generation assets. The total megawatts _for sale are approximately

38,000 MW of which 15,000 MW is coal. The two utilities with announced impending
auction sales nearest TEP are Nevada Power and PG&E (California). Exhibit A lists the
announced, but not completed, utility generation divestiture activity in the U.S.

WHAT IS THE LIKELIHOOD OF A SUCCESSFUL AUCTION BY TEP?

Over the past two years, the market has been robust for domestic generating assets.

Approximately 15 utilities have sold mostly gas-fired generating assets for prices from less

than one to over five times book value. The five coal-fired facility sales included in the

above group yielded proceeds in the range of one to over three times book value. A list of

10
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the generating assets that have been sold in the past two years is provided in Exhibit B.
There is currently little generation sale activity in the Southwest. That lack of activity should
make potential bidders interested in the auction, and the prices recently obtained for
generation assets have been attractive. Accordingly, we believe there is a high likelihood the
auction process' proposed by TEP will result in the realization of the maximum value for its
generating assets.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.

1l




9L8't! 051°8¢

! _. , 602 067 oIpkH ‘seD ‘10 66'10 £d 213109{3 SHISNYIESSBIA VIDISIM
781°1 266'l s80) "|80D 1010 49 . (ompajg uosany) 3dinosiuf
9L8"S 9Ls‘s 180D 66'€0 4d (gm0) wodun

L £9€'c 01pAY ‘110 ‘seO ‘(80D 8661 £d S14103]F |RISUID PURINO|
052 8LT se0) ‘[20)) 6661 aanendoo) L0 NI SBIek
0 63C'p Jeauagi039 ‘1O ‘sBD 8661 . 80|
ove't obet 120D 86+0 At (Bijenud)) dioDYy100]
09y 86 01p&H ‘|10 ‘SeD "800 6670 A€ puepyooy 7 98usI0
VN sr'e 01p&H ‘(10 ‘se0 1€0D 86’90 4d SN 1SBIYUON
00¢"t LTy 01pAH ‘N0 'sED ‘200 86'+D 46 OWIN
£pe'l sTL'T oipAH ‘110 ‘52O ‘180D vN $040083Y] S1J1984 BRUIIS /12404 BPBAIN
_ 0 4 168°1 IeajINN 1O 'SeD 86'v0 49 VAON:
81T $E0'C 11O *1B3JONN 180D 6661 £ued ausonbnQ
0 $99°C 1o ‘st 6610 <d uosipif ue)
99¢ e {10 's8D '[€0D 102D £d ‘ uospaj{ |BAUD
(AAW) QipdeduD (¥0D ) fnpede gsioy, (s)d&y 1ong dupw) g DIRS

suotgony &1 paounouuy A1uasdsy Jo 517
Vv HqIyXyg



p 3uQ vewA Ay Ul is19jul
%" 1'S19( |[epusy ‘uonwIg |{epud’y

'510)849udF |3531p 2AY ‘(3s2s03ul wiaisAg A310ug ‘ou] AB1oug
$8'S oLy 6L (A4 86 STOHEA %0S) Z 1 JeusD ‘[ 1un euey (i[eamuowio) wayinos  86/LT/SO
_. ‘sjuejd 0IpAY pue [3SOIP |[BILS [BISASS 991AJ08
YA 90y (4] Lt g'l6 SAOLBA ‘(o4rYys ML L'0T) b MU UBwAM o11qng sulBjA 53210059y SIM  86/L0/LO
. paiy Jugjd uoeISD | OISAN
¢t §$6 (114 0081 b88‘l -80D ouoa(g ANO JOWOH MIA-¥88'I % (1dD UOISSIA UosIpY  86/€0/80

‘(A (L) uotjejg uosiuusf
pug ‘(A 0) uonelg SutpiotH ‘(M
sz1) uoneig Kopnon ‘(M 091)

pailj uonelg 93pIUdNY ‘(MIAL 00€) uonels uonjesodio)
L0} 6L9 988 056 00¥°l 8ol uIIIAL ‘(MIA SL9) uoniBls Y3nuny| voneisuen OYSAN Sav 86/£0/80
1o (aseys MmN Auedwo) 2109314
08'l 866 6v 68 68 ‘ospAL} 7S) b Mur) UBWA pue ‘sun oipky g -03pAH Joueg 129015 TRdd 86/82/60
(se8 79 110 AL 99) UONeIS J0qIeH
usAsH AN (1800 % 110 MIA 06S) KBssuzg
STl 8¢ 8IT e 950°1 SNOMEA uoelS 10qie} voliels Wodedpuig 3unsuiwnjj] panun uIsuoosiA\ - 86/20/01
_ $91L120S5Y
08l 1443 It 3% 091 SROLIBA (M 091) Uoliglg 19ssowog SN WAse] DUN 86/S1/01
|B1USD
pa1y jue[d disjo) un-p puejpod/punos
6T $9S 1414 865 850°[ -|e0D) 5,10M04 BUBJUO UL 153191Ut AIN-8S01 10804 18901D 1%®dd 86/T0/11
(80D sjue|d Jomog
S| S¢9 LE9 886 9561 ‘oipAf{  p31y-(e0l T ‘syueld 9111951204pSH | | BuBlUO  [8q0]D 1%dd  86/20/11
_ . uol)e)s Buneiousl
86'¢ yor 11 124 L8 0IpAH  514109[30UPAY BIUIG UL 153.3)UL %07 NdS ABsoumgisig  86/60/11
saipadord yuswidojoasp
A4 80vS$ 16L$ 089°1§  LIIy  snowep  uoneiouad gj pus sius|d semod €7 nNdo sodisug ayis 86/60/11
yoog A anjeA dd MIN ‘uuay
0} 23144 nud  Hood 1830 PN edAL Jueld 1198 14ng aeq

(41 4ad 2914d |da0xa ‘suol|jjuu u] s20]10()
suottony A1) paajduo) Ajuaday Jo 517
| NqIyxy

¢~ &

]




8Lt

sl

el

WN

XA

L8

(AR}

6\l

£s't

0£0

820

919

Tit

681

4

98

¥01

L6l

oLt

viL

9

L7

SY

001°!

08¢

IL
LTl

144

osy
1) 74
86

84

oLl

065°1

10§

0t

88

LET

18L

9¢s

9p8

0t

oy

9LT

001'S

SY9°C

08T

020'l

TAAA

956°t

L86'1

811

0ts

00s‘1

pay
-jeoy (uo J1un Jo isaIAul 9405) Ut HOA
S}oBNUOD
aseyound Jamod €7 91032
SOOLIBA -0apAy ¢ | ‘siue(d jeussay ¢
pue}EO
pa1y)-sen pus ‘Juipus SO ‘Keg OLOIA
2A013Y31H
pany-seD pue ouipiewiag veg
paay-s80 opundas 19
spusmilg
paltj-sen ‘pooa[jq ‘Kejepueiy 12)8AL|00D

pas1)-sen opuopay ‘Ydeag uo)Junuay ‘sopwely
sen) uvuidp ‘ARMPIN 1SA\ ‘weySuiwesy
%o ‘e3pgd 19208 1 ‘uoisog MaN ‘ONsAN
(sweid €) plen)

-)150§ JO M 18L Pu® Anoeded poom

snoueA  JO AN 1€ (MW gLg) swun 01pAy 16

paiy-seD yorag Buoy

palij-seD yoeeg puounQ

' Jamod
29 Y817 sussnbnQ

S43aN

a%0d
uosips

BIuL0J11ED)

()] u13YInos
uosipg

BlwI0j1{8D)

(1) woyinos
uosipg

siuL0jife)

(1 wayinos
uos1pgy

elwojied)

(1)  weymos

uosipg uoisog

Jamod
QUIRIA [eNUID
uostpg

BlUJ0J118D

(1 wayInog
uosipg

BILLIOfED

m wayinos

Jomod
Kuay3aliy

unesoudn SN

A31sug 2%4nQg
%9007 OWJBY ],
331520/OUN
salnsnpu]

uojsnoy

sav

s31340ug YIS

dnoin 1dd

391530/0UN

$oMISApY]
uojsnoy

96/1¢/01

L6/L0/80

L6/81/1 1

LIV

L6/¥T/1 |

L6/YUIL

L6/VTI 1

L6/01/T)

86/90/10

86/¥0/70

86/ST/L0




